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Editors’ Preface 



In August 1992, the newly founded Netherlands Centre for Security and 
Cooperation in Europe (NCSCE) organized an international conference in 
Enschede, the Netherlands, on the development of markets and the role of 
democratic governments in formerly planned economies. At this conference, 
the authors of the essays in this volume presented their work to an audience 
of scholars and policymakers from the Baltic countries, Central and Eastern 
Europe, the U.S.A., Western Europe, as well as representatives of the Organi- 
sation for Economic Co-operation and Development (OECD), the Internation- 
al Monetary Fund (IMF) and the European Bank for Reconstruction and 
Development (EBRD). This volume is based on updated and sometimes 
significantly revised versions of these presentations. 

The generous support of the principal sponsor of this conference and this 
volume, the Ministry of the Interior of the Netherlands as part of the Program 
for Cooperation with Eastern Europe, played a decisive role in the success of 
the conference and the publication of this volume. Support by De Nederland- 
sche Bank N.V., the Board of Governors of the University of Twente, the 
Faculty of Public Administration and Public Policy of the same university, as 
well as the Province of Overijssel is also gratefully acknowledged. We are 
embedded to the Ministry of the Interior and the other sponsors for supporting 
this effort to understand the complexities and problems of the transformation 
process from plan to market. Finally, we thank Fenna Pols for her editorial 
assistance, and Gerri Stender and Jamila Younouss for finalizing the manu- 
script. 
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Foreword 



The Netherlands Centre for Cooperation and Security in Europe (NCSCE) 
was founded in 1991 as a response to the dramatic political and economic 
changes in Central and Eastern Europe. The principal objective of the NCSCE 
is to conduct and promote research on the transformation from a planned 
economy to a market-based democratic society. The transformation is studied 
from economic, political, legal, and sociological points of view. This multi- 
disciplinary orientation enables the NCSCE to serve as a focal point for 
studying in a systematic fashion the relations between the different dimen- 
sions of the transformation from plan to market. 

The NCSCE also provides training and technical advice to policymakers in 
formerly planned economies and organizes on a regular basis conferences, 
seminars, and lectures on the transformation process. In the period 13-15 
August, 1992, the NCSCE brought together scholars and policymakers from 
the Baltics, Central and Eastern Europe, the former USSR, Western Europe, 
and the U.S.A. as well as representatives of the OECD, IMF, World Bank, 
European Union and the European Bank for Reconstruction and Development 
for a conference on ‘Democratic Governments and the Transition from Plan to 
Market.’ The conference is part of the NCSCE’s commitment to enhance the 
understanding of the transformation process as well as to contribute to the 
dialogue with scholars and policymakers from Central and Eastern Europe 
and the former USSR. 



Hendrikus J. Blommestein 
CVSE Professor of Economics 
Director NCSCE 




Contributing Authors 



Rolf Alter is Senior Economist at the OECD Directorate for Financial, Fiscal 
and Enterprise Affairs. Prior to joining the OECD in 1991, he was a staff 
member of the IMF. He holds a doctorate degree from the University of 
Gottingen, Germany. 

Timothy Ash studied economics at Manchester and worked as a Researcher 
in Agricultural Economics at Exeter University before joining the Centre 
for Economic Reform and Transformation at Heriot-Watt University (U.K.) 
in 1991. 

Cees van Beers is Assistant Professor of Economics at the University of 
Leiden since 1991. He received his Ph.D. in Economics from the Free 
University of Amsterdam/Tinbergen Institute. 

Hendrikus J. Blommestein is a Senior Economist at the OECD, Paris, 
France. He is also the CSCE Professor of Economics, Faculty of Public 
Administration and Public Policies, University of Twente, Enschede, The 
Netherlands. Before joining the OECD, he served as Deputy Head of the 
International Monetary Affairs Division of the Netherlands Ministry of 
Finance and prior to that, as an Associate Professor of Economics at the 
University of Twente, Visiting Professor at the University of Akron, and 
Visiting Scholar at the Smithsonian Institution. 

Peter B. Boorsma is Professor in Public Finance at Twente University, in the 
Netherlands. He is a member of the OECD Advisory Group on Privatiza- 
tion and the Christian Democratic fraction of the Senate. As a Senator he 
is one of the speakers on Government Finance and Health. 

James M. Buchanan earned his Ph.D. from the University of Chicago 
(1948). Is currently Advisory General Director, Center for Study of Public 
Choice, Harris University Professor, George Mason University, Fairfax, 
Virginia and holder of the Nobel Prize in Economic Sciences, 1986. 




xii Contributing Authors 

Anna Canning graduated in interpreting and translating at Heriot-Watt 
University, then worked in Hungary for three years for the Ecumenical 
Youth Council in Europe. In 1992 she joined the Centre for Economic 
Reform and Transformation at the Heriot-Watt University (U.K.). 

Ron J.H.A. Crijns works at the Provincial Council of Overijssel and the 
Ministry of Waterways and Public Works. He served previously as an 
Assistant Professor at the University of Twente, in the Netherlands. 

Huib M. de Jong is Professor of Law at the University of Twente, Faculty of 
Public Administration and Public Policy, in the Netherlands. 

Paul G. Hare was educated at Cambridge and Oxford Universities and has 
spent most of his subsequent academic career in Scotland, first at Stirling 
University and since 1985 as Professor of Economics and, since 1990, as 
Director of the Centre for Economic Reform and Transformation at Heriot- 
Watt University (U.K.). 

Max Kaase is Research Professor at the Wissenschaftszentrum Berlin fur 
Sozialforschung, Germany. He obtained his Ph.D. in Political Science at 
the University in Cologne and his Habilitation ( venia legendi) at the 
University of Mannheim. He was Director of ZUMA, a social science 
academic research institute, in Mannheim from 1974 to 1980 and then held 
a chair in Political Science and Comparative Social Research at the 
University of Mannheim until 1993. 

George Kopits is the Senior Resident Representative of the International 
Monetary Fund in Hungary. Previously he was Chief of the Fund’s Fiscal 
Operations Division. Earlier, he had served at the Office of the U.S. 
Secretary of Treasury and taught at the John Hopkins School of Advanced 
International Studies. He holds a Ph.D. in Economics from Georgetown 
University. 

Timothy D. Lane is a Senior Economist with the European I Department of 
the International Monetary Fund. He received his Doctorate at the Univer- 
sity of Western Ontario. Before joining the IMF, he served as an Assistant 
Professor at the University of Iowa and at Michigan State University. 

James Langenfeld is Vice President of Lexecon, Inc. He received his Ph.D. 
in Economics from Washington University in St. Louis, U.S.A. He has 
served as the Director for Antitrust in the Bureau of Economics of the U.S. 
Federal Trade Commission and has worked at General Motors, the U.S. 
Interstate Commerce Commission, and Amtrak. 




Contributing Authors xiii 



Laurence J. O’Toole Jr. is Professor of Political Science at the University of 
Georgia, U.S.A. He served previously on the faculties of the University of 
Virginia and Auburn University, in the United States. 

Dick W.P. Ruiter is Professor of Constitutional and Administrative Law at 
the University of Twente, Faculty of Public Administration and Public 
Policy, in the Netherlands. 

Tad M. Rybczynski is an Honorary Visiting Professor at the City University, 
London. He has been a Visiting Professor at the Surrey University 1968- 
1974 and at the City University 1974-1987. He was the Economic Adviser 
to Lazard Bros. & Co. Ltd. London 1973-1988, a director of Lazard 
Securities 1969-1986, and a member of the U.K. Monopolies and Mergers 
Commission 1978-1982. 

Holger Schmieding studied Economics in Munich, London and Kiel, where 
he received his doctorate. Having worked at the Kiel Institute of World 
Economics and at the IMF in Washington D.C., he is presently Senior 
Economist at an international investment bank in Frankfurt am Main, 
Germany. 

Bernard Steunenberg is Associate Professor of Public Finance at the Univer- 
sity of Twente, the Netherlands, and holds a Ph.D. in Public Administra- 
tion and Policy Analysis. 

Jules Theeuwes is Professor of Economics at the University of Leiden, in the 
Netherlands. He worked as a Lecturer at the Free University Amsterdam 
and Erasmus University Rotterdam, and is a former Research Associate of 
the Centre for Operations Research and Econometrics at the University of 
Leuven, Belgium, Visiting Professor of Economics at the University of 
British Columbia (Canada) and the University of Wisconsin (U.S.A.), and 
Fellow at NIAS. 

Dennis A. Yao is one of the five commissioners at the U.S. Federal Trade 
Commission. He is on leave from the Wharton School, University of 
Pennsylvania, where he is Associate Professor of Public Policy and 
Management and Associate Professor of Management. 




1 



Government and Markets: An Introduction 

Bernard Steunenberg and Hendrikus J. Blommestein 



It will be one of our chief contentions that most of the rules of conduct which 
govern our actions, and most of the institutions which arise out of this regulari- 
ty, are adaptations to the impossibility of anyone taking conscious account of all 
the particular facts which enter into the order of society (Hayek 1973: 13). 

After the breakdown of the socialist regimes in Central and Eastern Europe 
and, somewhat later, the former Soviet Union these countries indicated that 
they were going to introduce as quickly as possible a market economy based 
on a democratic constitutional order. Initially, there was great enthusiasm and 
optimism in both East and West, and the general expectation was that the 
problems connected with such a transformation could be solved fairly smooth- 
ly and rapidly. However, the transformation from a planned socialist system 
into a civil market economy turned out to be a process fraught with many 
unexpected difficulties (Blommestein 1993a). The ultimate objective is clear: 
the introduction of a competitive market system with a much smaller and 
efficient public sector. The starting-point, however, appeared to be less clear 
in the sense that most reformers underestimated the problems associated with 
large inefficient bureaucracies and economies dominated by a noncompetitive 
industrial sector and an underdeveloped service sector. 

Moreover, there are many social, political, economic, and budgetary 
obstacles to overcome. Policymakers face the task to find and suggest 
solutions that are supported by most groups in society. Given the heteroge- 
neous and sometimes incompatible interests in these societies this is not a 
simple task. In addition, it is complicated by the following factors. First, the 
political system is being transformed from a ‘one party’ socialist model into a 
representative democratic system in which powers have to be shared. Not 

l 

H. J. Blommestein and B. Steunenberg ( eds .), Government and Markets, 1-14. 
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only between legislative, executive and judicial branches of government, but 
also between different political parties which represent divergent views on the 
transformation process and its ultimate goals. Political powers are being 
dispersed, and this may reduce the speed of the transformation process. 
Second, many of the former socialist countries have inefficient and incompe- 
tent bureaucracies that are responsible for the implementation of reform. 
Moreover, as most of the bureaucratic agencies with administrative control 
over most sectors of the economy have to be abolished or privatized, their 
incentives to support and implement reforms may be weak or absent. These 
features do not promote a quick and successful change. Third, most of the 
economic and political entrepreneurs belonged to the social and political elites 
who supported and benefitted from the former regime. These entrepreneurs 
have to support and guide the process of transformation. Finally, the transfor- 
mation process will provide economic agents with new opportunities to earn 
monopoly rents, which are the result of the regulation of market behavior, 
including the protection of newly privatized sectors. These rents serve as 
prices to be earned, and they will lead to investments in lobbying and other 
‘nonproductive’ behavior in order to capture and secure these benefits 
(Buchanan et al. 1980; Tollison 1982; Mueller 1989: 229-246). Rent-seeking 
behavior will be an important driving force in the political decision-making 
process, and it does not necessarily promote a competitive political and 
economic order. 

The government is an important actor in the transformation from plan to 
market. This leads to the following paradox (Blommestein 1993a). On the one 
hand, the ultimate aim is to reduce the role of government in the market 
process, which implies that most decisions about production, investments, 
savings and consumption have to be taken by private agents and not by public 
officials. On the other hand, the policymakers in these countries cannot rely 
completely on the spontaneous evolution of market-based institutions and 
practices, since the institutions and practices associated with a well-function- 
ing market economy have been suppressed for decades. Policymakers face the 
task to create an environment in which markets can flourish. 

This volume focuses on the role of government in the transformation 
process from plan to market, in particular its active, albeit very selective, 
institution building role. In this context, the following basic question will be 
addressed: how and to what extent are governments able to contribute to the 
emergence and development of the institutions of a market economy based on 
a democratic constitutional order? 

In this introduction we will examine the analytical basis of the transforma- 
tion and design of institutions. To that end, we shall first discuss the nature of 
social institutions and the extent to which they can be deliberately designed 
by man to serve its interests. Next, we study the role of government in a 
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process of institutional changes and apply our insights to the development of 
a market economy based on a democratic political order. Finally, a number of 
important policy dilemmas in the transformation process from plan to market 
will be outlined. 

Institutions and Institutional Change 

To clarify the notion of social institutions a distinction has to be made 
between ‘physical’ and ‘social’ facts. Physical facts are observable and can 
therefore be considered as data for every individual. In contrast, social facts 
are not observable and will thus need to be explained to individuals who are 
not part of the corresponding social order. Although social facts are associated 
with specific symbols, signals or acts, which are observable, they cannot be 
understood without knowledge of the underlying behavioral rules. Thus, 
contrary to physical facts, social facts are only meaningful to those individu- 
als who know the underlying behavioral rules and are willing to accept them. 
The existence of a chemical plant is clear to everyone, since it is tangible and 
visible. Even if someone denies that the object is a plant, it remains existent 
as an object. Ownership of this plant is a social fact, and its existence 
depends on the beliefs of the members of society, whereby they recognize and 
accept a set of rules called property rights. But if individuals just stop 
believing in the existence of property rights, these rights will not exist any 
longer and nothing will distinguish the former rightful owner from any other 
individual. This non-physical nature is typical for social institutions, and they 
are therefore logically related to individual behavior and beliefs (Rowe 1989: 
20 ). 

The non-physical nature of social institutions implies that they are man 
made. Furthermore, social institutions apply to social interaction, and can be 
described as the ‘working rules’ of society (Ostrom 1990: 51) or the ‘humanly 
devised constraints that shape human interaction’ (North 1990: 3). 1 Institu- 
tions as sets of rules governing social interaction have to be distinguished 
from behavior (see Ostrom 1986: 4-5; Ruiter 1994). This distinction is not 
always made, and institutions are sometimes typified by the behavioral 



1 Ostrom (1990: 51) distinguishes various types of these rules, such as ‘...rules that 
are used to determine who is eligible to make decisions in some arena, what actions 
are allowed or constrained, what aggregation rules will be used, what procedures must 
be followed, what information must or must not be provided, and what payoffs will be 
assigned to individuals dependent on their actions.’ 
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regularities they induce. 2 These regularities or ‘particular ways of acting’ 
only indicate that individuals participate in some social institution. But these 
individuals, in some way, have to be familiar with the set of rules which 
constitutes a social institution in order to interpret behavior as ‘regular’ or 
‘predictable’ in the sense of following or being constrained by a specific rule. 
Property rights, for example, do not just exist because someone’s field was 
accidentally not trespassed for some time by individuals unfamiliar with these 
rights, but because individuals recognize and accept property rights, and will 
behave accordingly. 

Social institutions and institutional changes are the result of human design 
and invention. This is not to say that the reasons for these changes are always 
known to the participants in some institution, or that institutions are designed 
for the purpose they appear to serve. The process of change is ‘over- 
whelmingly’ incremental, as North (1990: 83) indicates, and it continuously 
shapes the institutions of society. The question now arises whether, and to 
what extent, individuals are capable of creating or designing those institutions 
which they think will serve best their interests. Or, to put it differently, to 
what extent is it desirable and feasible to design an ‘optimal’ set of market 
institutions as the outcome of a well-defined optimization problem? If the 
design of optimal institutions is in principle possible, then policymakers are 
best advised to implement a detailed design of the market and other institu- 
tions on the basis of these ‘optimal’ blue-prints. However, this approach is 
fruitless and deceiving, since it is based on false assumption regarding 
knowledge and the human mind. As Hayek (1973) argues, all our knowledge 
is conjectural and that the human mind has a limited capacity to analyze 
information. No one knows ex ante what constitutes the ‘best’ solution to a 
social interaction problem. Consequently, only ex post will it be possible to 
determine whether a proposed solution will work as anticipated. Thus, a new 
institutional arrangement has to be regarded as a ‘trial’ in a process of testing, 
and only ex post will it be possible to determine its actual capacity to solve a 
well-defined set of problems. 



2 Rowe (1989: 21-22), for instance, describes social institutions as '...identical to 
...some or other facet of human action and belief. A social institution is nothing more 
than a particular way of acting and believing for some agents who are thus said to be 
members of, or participants in, that social institution.’ Also Schotter (1981: 11) 
stresses the importance of behavioral regularities, when he defines a social institution 
as ‘...a regularity in social behavior that ...specifies behavior in specific recurrent 
situations, and is either self-policing or policed by some external authority.’ 
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The impossibility of constructing ex ante ‘optimal’ institutions, necessitates 
that one focuses on the process of change. 3 In this process different rules can 
be tested, and the problem-solving capacity of an ex ante rule can be com- 
pared with that of alternative solutions. Such a process of testing by trial and 
error allows institutions to be continuously adapted, refined or corrected in 
view of past experience. The extent to which such an evolutionary process is 
effective, determines the ability of a society to solve its problems associated 
with human interaction through time. As Alchian (1950) as well as Hayek 
(1960) indicate, a society which is able to generate the largest number of 
trials is most likely to solve these problems. In other words, an open process 
of trial and error, which is not ex ante restricted by any rules or values and, 
therefore, allows for various arrangements to be tried out, is most likely to be 
a more successful society than one that prohibits or restricts strongly alterna- 
tive institutional arrangements on ideological or other grounds. 4 

An evolutionary process of institutional change governed by the principle 
of trial and error, may lead to unexpected outcomes. Consequently, the notion 
of deliberate institutional choice should be qualified with the observation that 
it is based on conjectural knowledge of individuals that operate in a ‘reality’ 
they cannot fully comprehend. 5 Moreover, as indicated above, institutional 
choice is restricted by ‘values’ (for instance, equity) which limit ‘competition’ 
between alternative institutional arrangements. The experience of centrally 
planned economies demonstrates the drawbacks of a system governed by 
values that severely restricts the competition between different institutional 
solutions. It also demonstrates, however, that values may dramatically change 
thereby facilitating institutional changes. 



3 See Blommestein (1992) for an application of this idea to the process of 
privatization. 

4 See Popper (1974) for a similar argument on scientific inquiry. However, as 
Vanberg (1993: 317) indicates, a key difference between scientific inquiry and an 
evolutionary process of social institutions is that our knowledge of the problem- 
solving capacity of alternative rules is ‘...not so much as explicit and articulated 
knowledge, but as experience that is implicit or embodied in time-tested rules and 
institutions.’ 

5 In his work, Hayek (1973: 29-30) rejects ‘constructivist rationalism’ (or ‘naive 
rationalism’ in Popper’s terminology) which implies that ‘...conscious reason ought to 
determine every particular action.’ To Hayek this type of rationalism is based on the 
heroic and completely mistaken assumption of unlimited human abilities to understand 
itself as well as its environment, and it is distinguished from ‘evolutionary rationalism’ 
(or in Popper’s terminology ‘critical rationalism’) which ‘...recognizes abstractions as 
the indispensable means of the mind which enable it to deal with a reality it cannot 
fully comprehend.’ 
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The Role of Government in the Transformation Process 

Policymakers in Central and Eastern Europe have to guide two different, 
albeit interdependent, processes of institutional change. First, these countries 
want to move toward a democratic order which is characterized by a stable 
set of rules for collective decisionmaking which promotes equity among 
individuals. Second, their aim is to establish a market economy as well, that 
is, a set of rules that makes possible and facilitates voluntary exchange among 
individuals and which is grounded on individual liberty. As Buchanan (1994) 
indicates, the independence of each individual from the coercion of the state 
can be achieved by setting constitutional limits to the authority of democratic 
government, which makes clear that both goals are interdependent and cannot 
be approached separately. The problem these countries face is to find a 
balance between individual liberty and equity, which affects the extent to 
which an evolutionary process is allowed to work. Based on these values, 
government has to find a way between intervention and spontaneous develop- 
ment or, as Hayek puts it, between taxis and kosmos. 6 This choice will affect 
the transformation from plan to market (Blommestein 1993a). Too much 
emphasis on taxis will hamper the development of a market economy and 
thus slow down the transformation process. On the other hand, a too passive 
government may reduce the transformation to competitive markets as well, 
since the starting-point for all these countries is a centrally planned economy. 

Development of a Democratic Constitutional Order 

The creation of autonomous and accountable government institutions are an 
often neglected, yet very crucial part of the development of a market econo- 
my. An important issue is the impact of government institutions and rules on 
the extent of rent-seeking in an economy. Incentives for rent-seeking are 
created by the overall manner in which the government ruas its business and 
interacts with the economy. The degree of autonomy and accountability of a 
government, being part of the institutions constituting the political order, are 
the main determinants of the extent of rent-seeking. The rules constituting the 
political order offer opportunities of wealth distribution. 

Weak states are characterized by weak institutions that are very vulnerable 
to political pressures (e.g. of well-organized special interest groups, including 
organized crime); weak or soft states will consistently underprovide economi- 
cally desirable interventions. This in turn means that in the economies of 



6 In Hayek’s terminology, taxis is the deliberate organization of individual actions, 
and kosmos represents the spontaneous evolution of institutions and rules (Hayek 
1973 : 36 - 38 ). 
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weak states significant resources are allocated to use political institutions and 
the political process in order to extract income and wealth from others in the 
society. These private efforts or activities distract valuable resources from 
socially productive use. For example, Bhagwati and Srinivas (1982) analyze 
the relation between government regulation, corruption and black markets. 
They argue that the main characteristic of so-called directly unproductive 
profit-seeking activities (e.g. corruption and other illicit transactions) is that 
they consist of ways of making profits which do not involve directly the 
production of any output. Baumol (1990) shows that the allocation between 
productive and nonproductive entrepreneurial activities is strongly influenced 
by the relative payoffs society offers to illicit transactions. The payoffs in turn 
are determined to a large extent by the enforcement of policies to combat 
illegal activities. In this context Blommestein (1993b) has argued that a 
necessary condition for the establishment of successful market based financial 
institutions in former planned economies is the implementation of adequate 
policies and safeguards against illicit transactions. 

The redistribution of income and wealth is a driving force of the political 
process. Knight (1971) and others have noted that some basic measure of 
redistribution is a necessary condition for a stable order. On the other hand, 
experience shows that persistent redistributive activities undermine the liberal 
political order. Wide-spread black markets in market economies are prima 
facie evidence that governments have gone beyond a critical threshold of 
redistribution. Of greater concern is that some former communist countries 
may not have reached the point to establish the critical threshold of a civil 
economy in which political freedom and constitutional constraints on govern- 
mental authority provide a solid underpinning to the rules of the game and 
institutions of a market economy. In other words, rule by authority and 
arbitrary government has not yet been fully replaced by the Rule of Law. 
Instead, we are observing societies in which rent-seeking is widespread, many 
private and public agents are involved in semi-legal or illegal activities, 
government institutions are ‘weak’, political accountability is absent, and 
private ownership of productive resources is not (sufficiently) protected 
against political takings. Yet, the legal state ( Rechtsstaat ) is a vital component 
of a competitive order because it constitutes the basis for political rights and 
individual autonomy (De Jong and Ruiter 1994). In this context Buchanan 
(1994) has argued that the necessary conditions for the effective functioning 
of a market economy require that clearly defined limits are placed on the 
range and scope of the actions of the government, including constitutional 
constraints on the range and scope of political authority. These limits and 
constitutional constraints are part of the political, legal and economic order. 
This view also means that at an early as possible stage in the political 
transformation process, an active institution building role by the government 
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and the politicians is required in order to limit the frequent intrusion of 
politics in the market. This means that the balance between taxis and kosmos 
in creating a democratic order should be in favor of the former. 

Development of a Market Order 

The creation of a democratic, market-based society means the building up of 
new institutions and rules, while transforming or eliminating existing ones. In 
a market economy most resources are controlled by private agents. A well- 
functioning market economy is characterized by a set of rules and institutions 
that constitutes an effective corporate governance structure for allocating these 
resources efficiently. Private property rights and market based institutions and 
practices (for instance, commercial banks, capital markets, bankruptcy 
proceedings and corporate laws) are important elements of effective corporate 
control mechanisms. In former centrally planned economies these mechanisms 
are (largely) missing. Consequently, the general objective of the transforma- 
tion toward a market economy is to establish and develop the institutions and 
rules for an effective corporate governance structure in a political, legal and 
economic order dominated by private agents (Blommestein 1993a). The main 
task of privatization and the related development of market institutions is 
therefore to ensure that the transfer of property rights from the state to the 
private sector leads to effective control by private owners or their proxies. 
There are four main reasons for an active role of the government in the 
development of a competitive enterprise sector, including privatization. 

First, the scale and scope of privatization is very wide in former planned 
systems. These economies possess significant concentrations of specialized 
productive capacity in state-owned hands. The speedy transfer of these assets 
to private agents requires therefore the introduction of privatization institu- 
tions and rules by the authorities. Examples include the introduction of a 
proper legal framework for the specification and enforcement of private 
property rights, the legal treatment of the liabilities of state-owned enterprises 
(for instance, debts, environmental damage), and the creation of privatization 
agencies. In addition, appropriate action by the government needs to be taken 
prior to the privatization of individual enterprises: a proper legal framework 
for the functioning of enterprises, including an effective bankruptcy law and 
reducing the power of workers’ councils in the management of enterprises; 
eliminating highly subsidized services to workers; financial restructuring of 
the enterprises; splitting huge industrial conglomerates into autonomous 
components and so on (see Blommestein et al. 1993). However, it is impor- 
tant that the privatization framework is flexible enough to allow the adaption 
to new circumstances or a timely reaction to unintended consequences. This 
would argue in favor of spontaneous or bottom-up privatization mechanisms 




An Introduction 



9 



within the broader institutional framework. For example, the use of buy outs 
within a general legal framework for privatization. The challenge for the 
authorities is to strike as much as possible the right balance between taxis and 
kosmos. Unfortunately, the right balance is impossible to predict on the basis 
of existing knowledge. Inevitably, learning by doing will be an essential 
ingredient of privatization and the transformation process. 

Second, the government has a key role to play in the establishment of the 
institution of private property, which is expected to improve the dynamic 
allocation of resources. Simply put, the entry of new private firms and the 
transfer of most public assets to the private sector is expected to lead to an 
increase in efficiency. This line of reasoning comes from an understanding of 
principal-agent relationships (Nuti 1991). The institution of private property 
subjects enterprise managers to three types of competitive pressure: contractu- 
al discipline imposed by shareholders, take-over discipline enforced by 
potential bidders, and bankruptcy discipline exerted by creditors. It is then 
easy to understand why the absence of such pressures has been put forward as 
a important reason for the inefficiency that characterized state-owned enter- 
prises in former planned systems. In sum, theory and practice suggest that the 
proper incentives to allocate resources efficiently over time exist only under 
private ownership. Thus, a vital condition for creating efficient competitive 
markets is the rapid establishment of a private property base. 

The extent to which private property produces efficient results depends on 
how, among other things, the other factors that influence effective corporate 
governance are implemented. This is the third area for an active institution 
building role by the government (see also Blommestein and Spencer 1993). 
For related reasons, for privatization to succeed at all in improving efficiency, 
the system of central control over enterprise management must be replaced by 
another control mechanism which not only provides managers with the 
resources to finance restructuring but also gives them the incentives to 
respond to market prices in the most efficient manner feasible. Market based 
financial institutions play a key role in achieving these objectives. Unfortu- 
nately, the financial system inherited from the system of central planning is in 
a very poor state (Blommestein 1992). The banking system in most former 
planned economies is plagued by large stocks of non-performing loans to 
state enterprises, low capital, bank staff that is largely unfamiliar with 
commercial practices, and loan portfolios that are concentrated geographically 
and sectorial. Banking supervision is inadequate. Equity and bond markets are 
either nonexistent or extremely small and illiquid. Payment systems are unsafe 
and inefficient (Blommestein and Summers 1994). Yet, the transformation 
process, in particular privatization, places tremendous demands on the 
financial system. The government has therefore an important role to play in 
the development of market based financial institutions. First, the authorities 
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need to eliminate the structural obstacles that prevent or hamper the emer- 
gence of a reliable, stable, and efficient financial sector (Blommestein and 
Lange 1993). This would argue in particular in favor of providing a jump 
start to the development of a sound banking sector. Second, the government 
should encourage or allow financial institutions to play an important corporate 
governance role in order to overcome or mitigate principal-agent problems in 
privatized enterprises. These problems stem from the following situation, in 
many respects unique to the transformation process. The relatively broad 
distribution of shares in privatized firms and symmetries of information 
between the managers of firms, its shareholders, and its creditors create the 
potential for conflicts between these groups. These conflicts can fruitfully be 
discussed in terms of a principal-agent model in which, for example, the 
manager act as the agent for the principal, that is, shareholders or creditors 
(Blommestein and Spencer 1993). Agency conflicts and resulting costs can be 
alleviated by providing the principal with a mechanism for monitoring the 
behavior of the agent. Provided this monitoring ability is combined with an 
enforcement mechanism, second-best contracts can be designed which reduce 
agency costs. The challenge of privatization and, more generally, the develop- 
ment of competitive markets is to replace the direct control mechanisms of 
the state by market based mechanisms such as financial institutions. The 
potential for agency conflicts during and after the transition process provides 
the basic rationale for the corporate control function of financial institutions. 
The government needs therefore to move as rapidly as possible to eliminate 
the structural obstacles to an effective corporate control function by financial 
and other market institutions. 

Fourth, public authorities have the task is to lay out clearly the principles 
and rules governing the operation of market institutions and to supervise 
compliance with (or, at least, provide the framework for supervision) and 
enforce these rules. For example, the legal underpinning of the modem 
property system improved the specification and enforcement of property rights 
by providing protection against arbitrary actions of governments. In addition, 
the current confusion in many former planned economies over ‘who owns 
what’ should be eliminated in order to reduce incentives for the current 
‘managers’ of enterprises and farms from engaging in asset stripping and to 
distribute responsibility for existing liabilities. In general, failure to specify 
and enforce property rights acts as an impediment to privatization, foreign 
direct investment and the efficient utilization of the capital stock. 

Dilemmas 

The central objective of the political-economic transformation process is to 
reduce dramatically the influence of the state on individual activities. None- 
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theless, the role of government in the development of a market economy is 
important. However, this role should be largely be limited to eliminating the 
obstacles to and putting in place the conditions for the emergence of a viable 
market economy. This does not mean that government should be passive in 
every respect. First, the introduction of a market economy requires an active, 
interventionist government in the initial stages of the transformation process. 
Second, the core of the structural reform program consists of conditions and 
institutions that promote the development of a democratic order. Both pro- 
cesses require a government that plays an active, albeit very selective, 
institution building role (Blommestein 1993a). This also means that govern- 
ment should implement clearly defined limits on the range and scope of 
public and political interventions. 

The dilemma of government that should restrict the range and scope of 
political its own actions forms the basis of the chapters in this volume yet to 
come. Each of these chapters points to specific problems faced by the 
policymakers in these former centrally planned economies with respect to the 
development of a democratic constitutional order and a competitive market 
economy. The following policy dilemmas related to the transformation from 
plan to market can be identified. 

The performance-expectations trap. Kaase (1994) concludes that citizens in 
the former socialist countries have attitudes which may form the basis of a 
stable democratic order. However, the political and economic problems in 
these countries are of such a magnitude that it is doubtful ‘whether transitions 
will indeed lead to consolidated democratic polities.’ Policymakers face the 
difficult task to convince their constituencies that reforms are on the right 
track while expectations about economic performance is falling and political 
discontent is rising. 

Privatization and the development of market institutions. Policymakers in 
formerly centrally planned economies cannot fully rely on the spontaneous 
emergence of market institutions, since the institutions and practices of a 
well-functioning economy have been suppressed for decades. This implies that 
government has to play an active role in the privatization process. However, 
policymakers are faced with the dilemma that the more they interfere with the 
role of market institutions, the less likely that they will develop (Hare et al. 
1994). In other words, policymakers need to strike a balance between taxis 
and kosmos. 

Formal versus informal property rights. In the formerly socialist countries, 
state-owned enterprises and other assets were in many cases controlled at the 
local level. Important decisions about production, land use and so on, were 
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made by managers, workers or local bureaucrats. As Schmieding (1994) 
points out, the combination of state-ownership and local control results in 
conflicts and tensions and will trigger intense local political resistance against 
changes initiated by the central authorities. Policymakers at the central level 
face therefore the task to balance formal and informal rights in developing 
privatization schemes. 

Central government policies and local government interference. The govern- 
ment machinery is also being transformed. For example, in most countries in 
Central and Eastern Europe the local government is re-established after a 
period of one-party control from the center. Local government may provide 
the central policymakers with the opportunity for a decentralized approach for 
some of the transformation problems they face. However, local governments 
may also complicate central government policies, as shown by O’Toole 
(1994) in case of the privatization program in Hungary. 

Competition agencies and market competition. Most countries in Central and 
Eastern Europe have passed competition laws and have established competi- 
tion agencies. The main task of these agencies is to develop competitive 
markets. Since a market economy does not yet exist, these agencies are de 
facto playing an active, interventionist role (Langenfeld and Yao 1994). 
Policymakers in these agencies face therefore the dilemma that the more they 
regulate market behavior and the more they intervene in the market process, 
the lower the chances that competitive markets will develop. 

Full employment syndrome. Government in the formerly socialist countries 
guaranteed all workers permanent jobs. The transformation to a market 
economy will, in the short run, lead to unemployment as a result of the 
process of restructuring. Also in the long run one should expect some unem- 
ployment (Van Beers and Theeuwes 1994). Policymakers are facing the 
problem to reduce government intervention in moving to a market economy 
while creating ‘open’ unemployment. 

Privatization and macroeconomic management. As soon as the market- 
oriented transformation creates privately-owned and more autonomous 
enterprises in the former centrally planned economies, policymakers lose most 
of their capacity to suppress macroeconomic imbalances through traditional 
administrative measures. Furthermore, privatization will erode the traditional 
tax base, that is, the surpluses or profits of state-owned enterprises. This may 
lead to large budget deficits. In the absence of market-based monetary 
instruments (Rybczynski 1994; Lane 1994), these deficits together with price 
liberalization may generate hyper-inflation. Policymakers are facing the 
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difficult task to accompany spontaneous market developments by the use of 
macroeconomic control instruments such as credit limits to banks, exchange 
rate controls, wage controls and fiscal limits (Kopits 1994). 
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Markets and Government in Advanced Market 
Economies: Experiences and Lessons 

Hendrikus J. Blommestein* 



...It seems demonstrable that both representative political institutions and free 
exchange and free enterprise are essential to the general framework of a truly 
moral social order... [A]ny great extension of state action in economics is 
incompatible with political liberty... 

Of course I do not believe in literal ‘laisser-faire’; I know of no reputable 
economist who ever did. Certainly neither Smith and Ricardo nor Cobden and 
Bright would have restricted the state entirely to the negative functions of 
policing individual liberty and defence against outside attack (Knight 1948). 

In this chapter I will identify and discuss several guidelines for policymakers 
responsible for designing market and government institutions in emerging 
market economies. The guidelines are based on the experience of a number of 
advanced market economies. The focus is on the role of governments in 
creating or fostering the development of market institutions and ‘rules of the 
market game.’ Yet, my contribution is not a recipe for the creation of markets 
or the transformation process in general. No blueprint will be outlined here. 
In any event, this would be a futile exercise because the transformation of 
planned economies is an extremely complex political, social, and economic 
process. It is characterized by many unexpected problems, unintended 
consequences, spontaneous processes including the emergence of new market 
institutions, errors, and learning-by-doing. It is, indeed, to a large extent 
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sailing in uncharted waters. Although the objective or direction of change 
might in very general terms be clear, the exact road toward that goal is by 
definition less obvious. 

The chapter is structured as follows. First, I will outline the main features 
of successful market economies. Next, I will explain why the building of 
market institutions is a very complex undertaking that goes far beyond the 
adoption of laws or decrees. I will do this by focusing on the OECD experi- 
ence with market institutions, including the role of government in developing, 
protecting and fostering these institutions. In the final part of the chapter I 
will mention possible guidelines — perhaps even lessons for governments in 
Central and Eastern European countries based on the OECD experience with 
market institutions. 

Features of Successful Market Economies 

Successful market economies share the following important features 1 : 

Rule of Law 

The rule of law has replaced rule by authority. ‘This means that government 
in all its actions is bound by rules fixed and announced beforehand — rules 
which make it possible to foresee with fair certainty how the authority will 
use its coercive powers in given circumstances...’ (Hayek 1977: 72). The legal 
state ( Rechlsstaat ) constitutes the basis for political rights and economic 
freedoms. This means that individual rights are protected, the existence of 
independent courts, the protection of private property and the existence of 
laws that enforce private contracts. Moreover, ‘entry’ of enterprises is regulat- 
ed by laws that permit enterprises to organize themselves as subsidiaries, joint 
ventures, joint stock and limited-liability companies, while ‘exit’ is regulated 
by bankruptcy laws. 

Private Ownership 

The means of production are predominantly privately owned. State-owned 
enterprises, in some cases accounting for as much as one-third or more of 
output, played a more important role during the early stages of reconstruction 
and development in OECD countries, when unemployment was still extensive 
and voluntary savings were still low, than more recently. State enterprises 
tend to be more efficient when they function in a competitive environment 



1 



See Helliwell (1991) and Marer (1991) for excellent and more detailed overviews. 
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than when they are insulated from domestic and foreign competitive pres- 
sures. However, the operation of state -owned firms is difficult to insulate 
from political and bureaucratic pressures. In practice, many state -owned 
enterprises face soft budget constraints. Effective corporate governance of 
state-owned enterprises seems difficult to realize. Consequently, in recent 
years practically all the industrial countries and many developing economies 
in Latin America and Asia have implemented programs of privatization. 

Competition 

The most crucial feature of a market system is effective competition. Compe- 
tition was found in all successful market economies to be a key ingredient for 
achieving productivity advances in the private sector. In some cases, foreign 
and domestic competitive pressures were used as substitutes. For smaller 
countries, the discipline of the international markets is crucial from the 
beginning. Although larger countries have a wider scope for achieving gains 
in efficiency through domestic competition, open regimes for international 
trade and foreign direct investment are also of great importance for larger 
economies. 

Sound Currency 

One of the essential functions of government is to provide a sound currency. 
This means a low rate of inflation and a credible program to move to partial 
and then to full convertibility. The rate of inflation can be kept manageable 
only with sound monetary and fiscal policies (Sargent 1986); the same is also 
a precondition for convertibility. 

Reasonable price stability and the expectation that any existing or possible 
inflation will not get out of hand are necessary to motivate business firms as 
well as households in their capacity as savers and providers of labor services 
to take the long view and focus on real economic activities instead of devot- 
ing their energies to hoarding, speculation and other kinds of manipulation to 
protect the value of their assets. 

Convertibility is essential to link the domestic economy with the world 
economy. Convertibility facilitates establishing correct relative prices and the 
efficient cross-border flow of goods, services, technology and people. No 
meaningful import competition or trade along the lines of comparative 
advantage is likely to occur without the currency being convertible. Compar- 
ative advantage is usually emphasized in relation to foreign trade, although it 
applies equally in principle to specialization and exchange within the domes- 
tic economy. 
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Savings, Financial Intermediation and Capital Accumulation 

An adequate level of voluntary savings and an efficient financial intermedi- 
ation of savings into productive investments are essential common features of 
sustained, positive economic performance. Efficient investment in physical 
and human capital is the engine of technical progress and productivity 
improvements. In the long run, all countries must rely on domestic savings to 
finance an adequate level of domestic investment. Foreign savings can assist a 
country only for a certain amount of time. 

A market-based competitive financial system is essential for the efficient 
allocation of new savings on the basis of risk-return criteria but, also, as an 
important vehicle for effective corporate governance of the existing capital 
stock. This means a system that is largely private, with investors risking their 
own funds and seeking profits (Blommestein 1992). Moreover, savers and 
investors must be able to choose from an array of financial instruments (e.g. 
savings accounts, stocks and bonds and the like). Market-based financial 
institutions are also important components of the corporate governance 
structure in market economies (Blommestein and Spencer 1993). 

Much emphasis is traditionally placed on the accumulation of physical 
capital, in the form of factories, housing, roads and telecommunication 
systems. Equally important, are the accumulation of human capital, chiefly 
represented by health, education and skills. Governments have traditionally 
played an important role by providing public goods in these areas. 

Individual Liberty and the Role of Government 

People can, in accordance with the freedoms of a constitutional democracy, 
determine their own destiny. This means that they possess the political and 
economic freedom to pursue goals as entrepreneurs, investors, professionals, 
and wage earners. Social mobility is key for people’s goal-setting and sense 
of fulfillment. A rigid social order and lack of individual freedom hamper 
adjustments to changes in the economy, leading to inefficient allocations of 
resources. Free exchange and free enterprise also require that the role of 
government is ‘restricted.’ Buchanan (1994) argues that the necessary condi- 
tions for the effective functioning of a market economy require that the range 
and scope of democratic authority be limited. ‘Big’ and arbitrary governments 
pose a threat to individual liberties, including the freedom to run one’s own 
business. Predictability of governmental policies and actions is also key for 
successful market economies because it reduces the type of uncertainty that is 
harmful for investors and entrepreneurs. Interventions by the government to 
correct market failures should be subject to cost-benefit analyses, in order to 
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safeguard against the substitution of ‘market failures’ by ‘government fail- 
ures.’ 

Stable Political and Social Institutions 

Individual liberties need to go together with stable political institutions. The 
experience of OECD countries underlines the importance of social cohesion 
and widespread support for the inevitable rigors of the reform process, and 
there are many different ways to achieve these supportive factors. Giersch 
(1990) emphasizes the importance of establishing a stable democratic system. 
The democratic process should help in setting realistic expectations for the 
reform process and articulating a common purpose. For example, Spain’s 
reforms succeeded, despite a sequence of changing governments, because all 
of the parties backed a common objective, namely, to follow the models and 
forms of Western European political and economic systems (De la Dehesa 
1990). In those models, the establishment of a stable democratic system is a 
necessary precondition for successful economic reforms. 

Another aspect of stable social institutions is the establishment of a system 
of social safety nets. These systems have been prominent in Sweden and 
Finland (Lindbeck 1990; Vartia 1990); they appear to have played a much 
smaller role in Japan and Korea (Yoshitumi 1990; Park 1990). The basic 
challenge for governments in emerging market economies is to develop a 
social safety net that does not undermine: (1) the objective of budgetary 
consolidation; and (2) the introduction of a market-based incentive structure. 

Political units need to be homogeneous enough to support a sense of 
shared purpose and to ensure that elected governments have a real chance of 
maintaining legitimacy. This raises the following complicated issue: in multi- 
ethnic and multinational states facing sustained and explosive tensions, is it 
worth accepting a proliferation of smaller independent national states or 
semi-independent regional governments in order to capture local loyalties as 
the glue for a binding consensus behind policies of transformation cum- 
modernization? Or might this instead lead to a major slowdown of the 
transformation process because fragmentation and politization lend to greater 
uncertainties, higher input and more opportunities for rent-seeking? An 
optimistic vision might be formulated as follows: allow maximal autonomy to 
ethnic or regional units by the creation of a democracy or legal state with 
strong constitutional constraints on the central (federal) and local govern- 
mental authorities. A quick transformation will result in a society in which 
free exchange and free enterprise dominate economic activities, so that ample 
opportunities are created for individuals from the different ethnic and regional 
units to increase their economic welfare. 
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OECD Experience with Competitive Markets 

These features of successful market economies provide a first, general 
indication for the design of a successful market building strategy. The next 
step is to explain why this is a very complex undertaking. I will do this by 
drawing on the OECD experience with developing and fostering competitive 
markets as described in Blommestein and Marrese (1991b). 

There is increasing recognition that it is extraordinarily difficult to create, 
in a short amount of time, conditions and institutions that promote the 
development of competitive markets. In 1989, this was not the case because 
people in the East and West were very confident that the introduction of the 
successful market model could be done easily and quickly. In 1990 this 
optimism already started to fade. By the end of 1990, popular domestic 
enthusiasm for the transformation of these economies had declined as people 
became more aware that economic transformation is a long and painful 
process. Competitive markets are not simply legislated into existence in one 
broad stroke and used ‘as is’ thereafter. Rather they are the ever-changing 
interplay of entrepreneurial actors conditioned by institutions, incentives and 
rules of the game that evolve over time and as a result of social bargaining 
among employers, employees and government representatives. 

Thus, there is now widespread recognition that it is very hard to create, in 
a short amount of time, conditions and institutions that promote the develop- 
ment of competitive markets. However, initially this was not the case. 

In 1989 there were high expectations. In 1989, the populations of Central 
and Eastern Europe had numerous reasons to be optimistic. The following 
three were mentioned frequently: 

1. market reform movements would no longer be hampered by ideological 
constraints; 

2. governments and enterprises would be run by more capable people who 
would understand how a market economy functions; and 

3. the West would offer substantial assistance. 

The events since 1990 clearly indicate that this optimism was premature. 
There are several reasons but in this presentation I will discuss only one 
important reason: misunderstandings about the operation of a market econo- 
my. Before 1989 those individuals who designed radical reforms shared 
certain misconceptions about how market economies operate that in some 
cases led to inflated expectations about the pace of introducing a market 
economy. For instance, the incentive structures in most of these radical 
reforms were based on profit-sharing without paying enough attention to the 
sources of profit. Often profit did not stem from responsiveness to market 




Markets and Government in Advanced Market Economies 21 



opportunities, innovative insights or the acquisition of new techniques, but 
rather from an ability to exploit bureaucratic connections. More generally, 
policymakers seemed to share, perhaps unwittingly, a naive belief in the 
model of perfect competition. While this model is useful in describing the 
informational role of prices, it assumes that all agents are profit- or 
utility-maximizing price-takers in an environment of given cost functions, 
demand functions, and technological expertise (Demsetz 1982). However, the 
actual success of a market economy is related to its ability to uncover and 
improve cost and technological parameters and to discover demand condi- 
tions. 

This ability depends on the response of economic agents to prevailing 
conditions and incentives, which in turn are influenced by government 
policies and a country’s institutions. 

So while the people of Central and Eastern Europe correctly recognized the 
ineffective response of economic agents prior to 1989, they may not have 
realized that a system of competitive markets requires two dramatically 
different sets of economic actors than existed previously. First and above all, 
entrepreneurs are needed who ideally possess: 

An alertness to market opportunities; the motivation and ability to act on such 
alertness by organising inputs to produce goods and services, and having ideas that are 
appropriate responses to either an arbitrage opportunity or an innovative insight; a 
willingness to bear risk; and a deep-seated desire to be generously rewarded for 
entrepreneurial success (Marrese 1990: 101). 

Second, policymakers are needed who ideally, among other things, define 
and enforce market-oriented rules that constrain entrepreneurs to interact in a 
way that benefits society as a whole. These new sets of actors cannot be 
created overnight, especially when many of the most privileged members of 
these societies were government functionaries or managers of state-owned 
enterprises in the pre-1989 system. 

Moreover, there is no single theoretical model to describe these conditions 
and institutions. Michael Marrese and I decided therefore to address the issue 
of creating competitive markets by describing the OECD experience with five 
dimensions neglected by models of perfect competition: 

1 . the influence of property rights on incentives; 

2. the effect of legal, political and regulatory institutions on savings and 
investment; 

3. the impact of monopoly, oligopoly, and external effects on information 
and transaction costs; 

4. the adverse consequences of asymmetric information; and 
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5. factors that promote dynamic efficiency (see Table 2.1 for an outline of 
these ideas). 

With respect to the first dimension, the most fundamental consideration is 
to establish clearly defined and legally recognized property rights. In OECD 
countries, there is a long tradition of private ownership of homes, small 
businesses, and capital goods. However there are still ambiguities concerning 
the use of public property, the misuse of private property, and the protection 
of intellectual property rights. Public property includes state-owned firms, 
parks, waterways, and roads. For state-owned firms, the state is the residual 
claimant of income, but the reward structure of these firms defines the way in 
which state ownership affects the incentives of managers and employees. For 
instance, the economics literature compares the relative efficiency of 
state-owned firms to privately owned firms and also attempts to measure 
changes in technical and allocative efficiency due to privatization (Atkinson 
and Halvorsen 1986; De Alessi 1977; Fare et al„ 1985; OECD 1987a, 1989a, 
1989b: 23-25, 1989c). The public ownership of educational institutions, parks, 
waterways and roads can lead to overcrowding and inefficient utilization of 
these resources unless usage rights, obligations and fees are specified to 
reflect the ‘marginal social benefit versus marginal social costs’ tradeoff. 
Work in this area is widespread and includes the utilization of: educational 
vouchers (Friedman 1962: 85-107); user charges (OECD 1990); improved 
procurement practices (Commission of the European Communities 1989); 
contracting out government services (OECD 1987c, 1987d); and the franchis- 
ing and private financing of public infrastructure. 

The misuse of private property touches on three issues found in Table 2.1. 
First, for how long should intellectual property rights be protected given that 
such protection can hinder the development of competition and the diffusion 
of new technologies? (Jorde and Teece 1990; OECD 1989e; Phillips 1990). 
Second, how can the environment be protected with market-oriented instru- 
ments such as tradeable emission permits? (OECD 1989g). Third, how can 
safety standards be influenced via requirements for the mandatory purchase of 
liability insurance by motorists, homeowners, and enterprise managers? 

The second dimension promoting the development of competitive markets 
is the effect of legal, political and regulatory institutions on investment and 
savings. Seven important aspects can be mentioned. 

First, an autonomous central bank, financially sound commercial banks, 
other financial intermediaries, and market-oriented supervisory agencies that 
oversee the activities of financial markets are important components of a 
monetary and financial system that protects the purchasing power of money 
and allocates savings effectively (OECD 1987a, 1989a, 1989f; Blommestein 
1993, Villanueva and Mirakhor 1990). 
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Second, tax regulation affects decisions to supply and demand labor and to 
save and invest (OECD 1989a: 168-190, 347-364; Owens and Norregaard 
1990). 

Third, institutions and policies related to well-functioning labor markets are 
of great interest to investors. Such institutions and policies include: wage 
bargaining systems, unemployment insurance, lay-off and living restrictions, 
minimum wage provisions, and public-sector labor market policies (OECD 
1987a, 1989a). 

Fourth, no matter how wise legislation may be, unless it is enforced, it is 
worthless. Thus, institutions dedicated to the enforcement of property rights 
and laws are indispensable to investor confidence. 

Fifth, competition law seeks to ensure that vertical integration, horizontal 
mergers, take-overs, inter-locking directorates, and joint ventures do not 
damage the public interest (OECD 1987b, 1988c, 1989b; Phillips 1990). 

Sixth, corporate law encompasses bankruptcy provisions, enterprise 
restructuring rules and liquidation procedures, all of which contribute to the 
recycling of failed assets. 

Seventh, a complex set of local, national and international institutions 
influence the extent to which international trade and capital flows contribute 
to investment and to the spread of new ideas and technologies (OECD 1984, 
1987a; Park 1990). 

The third dimension is the impact of market imperfections on information 
and transactions costs. For instance, subsidies contribute to inefficient market 
outcomes by driving wedges between prices for producers and those for 
consumers (Commission of the European Communities 1989; OECD 1989i). 
Tax distortions, a major concern of OECD countries, depend on the level and 
dispersion of tax rates, on agents’ behavioral responses and on the elasticities 
of factor substitution in production (McKee et al. 1986; OECD 1987a: 
356-364, 1987c, 1988d, 1988e, 1989a: 168-190). Trade distortions and 
restrictions on cross-border financial flows include: tariffs, non-tariff barriers, 
trade subsidies, restrictions on convertibility, and controls on foreign direct 
investment flows (Fukao and Hanazaki 1987; Laird and Yeats 1988; OECD 
1989a, 1989b: 5-7). ‘Efficiency-inhibiting’ distortions in factor markets 
include: wage indexation, many of the benefits of the social safety net, 
interest rate controls, restrictions to entry and exit, reserve requirements, 
regulatory barriers between financial intermediaries, and quantitative credit 
controls (OECD 1987a, 1989a). In addition, externalities disturb the informa- 
tional usefulness of ‘prices formed in competitive markets’ because such 
prices no longer reflect marginal social values. Pollution is a particularly 
visible externality. Policies designed to contain the failure of the market to 
take pollution fully into account include: deposit-refund systems, non-compli- 
ance fees, effluent charges, user charges, clean-air standards and resource-use 
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Table 2.1. Assessing the Impact of Policy and Institutional Changes on 
Competitive Markets in OECD Countries 



a. Influence of Property Rights on Incentives 

- ownership which is clearly defined and legally recognized 

- state-owned enterprises versus private firms 

- privatization 

- reforming the public sector 

- protecting intellectual property rights 

- allocating environmental costs 

- maintaining safety standards 

b. Effect of Legal, Political and Regulatory Institutions on Investment and Savings 

- regulating the monetary and financial system 

- tax regulations 

- regulating labor markets 

- enforcing property rights and laws 

- competition law 

- corporate law, including provisions for liquidating bankrupt firms 

- rules for international economic relations 

c. Impact of Market Imperfections on Information and Transactions Costs 

- subsidies 

- tax-related distortions 

- distortions in international economic relations 

- distortions in factor markets 

- externalities 

d. Adverse Consequences of Asymmetric Information 

- credit rationing 

- price discrimination 

- adverse selection 

- restricted diffusion of innovations 

e. Factors Promoting Dynamic Efficiency 

- investment in human capital 

- flexibility of factor markets 

- innovations 



Source: Blommestein and Marrese (1991b). 



quotas (OECD 1989g). Externalities can also arise from government failure. 

The fourth dimension deals with the adverse consequences of asymmetric 
information. For example, asymmetric information about the resources and 
integrity of potential investors may lead to credit rationing of even good 
customers, especially if they are geographically far from lending institutions. 
Villanueva and Mirakhor (1990) indicate that high inflation may hide the 
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flaws of fundamentally weak bank portfolios from an understaffed regulatory 
apparatus, thus allowing ‘insolvent’ banks to try to recoup their solvency by 
providing unsound loans at high interest rates. Thus, the adverse conse- 
quences of these types of asymmetric information might be lessened by 
simultaneously lowering barriers for entry into the banking system and 
strengthening the quality of bank regulation. Another widespread problem is 
that ‘under-informed’ buyers, sellers, employers or employees might select or 
produce the ‘wrong’ product, job, house or service. Laws requiring more 
complete disclosure of product content, safety standards, and legal recourse 
against fraud are common measures taken by OECD countries in order to 
improve the functioning of competitive markets. A less obvious consequence 
of asymmetric information is that dominant firms may influence the diffusion 
of technologies by limiting the access of rivals to innovations. 

The fifth dimension encompasses factors promoting dynamic efficiency. 
Among these factors, the quality of human capital has long been recognized 
by governments to be of fundamental importance to long-term growth and has 
begun to play a key role in growth models with endogenous technological 
change (Romer 1990). Another factor that promotes dynamic efficiency is the 
flexibility of capital and labor markets in response to new information such as 
price shocks and major technological innovation (Fama 1976; OECD 1987a, 
1989a). Finally, innovations promote competition. Schumpeter (1942) argued 
that the kind of competition that really matters for enhancing welfare is the 
competition that is driven by new products and new processes. 

Policymakers recognize the importance of innovation through their requests 
for information on per capita expenditures on R&D, the number of re- 
searchers per 1,000 members of the labor force, high-tech trade, output of 
high-tech industries, patent flows, and R&D capital expenditure per university 
researcher (OECD 1987a: 253-264). 

There are three major lessons that may be extracted from our discussion 
thus far: 

Lesson 1: The efficiency of market economies depends, among other things, 
on how the details of the above-mentioned five dimensions are ‘worked out’ 
endogenously by each society. This is an evolutionary process in which 
governments interact with entrepreneurs and households to produce a set of 
institutions and policies that strongly influence the competitiveness of mar- 
kets. 

Lesson 2: There is no unique set of policies and institutions that promote the 
development of competitive markets. More specifically, the role of govern- 
ment in creating or fostering the development of market institutions and ‘rules 
of the market game’ is far from uniform. However, OECD countries and 
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developing countries offer a wealth of experience about how successful their 
sets of institutions and policies have been. In many countries, the size and 
scope of the public sector and government regulations had an adverse impact 
on the functioning of markets and durable economic growth. Moreover, each 
set of choices would imply different starting positions for various segments of 
the populations of Central and Eastern Europe. It is natural that there will be 
fierce debates about starting positions in society. 

Lesson 3: Markets are not so much fixed, exogenous structures as combina- 
tions of rights and incentives which change over time. To the extent that 
governments play a role in affecting these changes, their policies should be 
predictable for market participants. This argues in favor of an institutional 
structure in which rules dominate discretionary actions by the government. 

Strategy for the Creation of Competitive Markets 

The endogenous interaction of economic agents is partly responsible for a 
country’s particular set of policies and institutions. An important determinant 
of this interaction in Central and Eastern Europe is the degree of experience 
of entrepreneurs, employees and government officials in a market economy. 
This factor influences the speed and ultimate success of the transformation 
process. Nevertheless, Blommestein and Marrese (1991b) suggest that there 
are certain guidelines that Central and Eastern European countries should 
follow regardless of their previous experience with markets. 

Private Property Rights 

The first guideline is the establishment of the institution of private property. 
Simply put, the entry of new private firms and the transfer of most public 
assets to the private sector is expected to lead to an increase in efficiency. 
This line of reasoning comes from an understanding of principal-agent 
relationships. The institution of private property subjects enterprise managers 
to three types of competitive pressure: contractual discipline imposed by 
shareholders, take-over discipline enforced by potential bidders, and bank- 
ruptcy discipline exerted by creditors. It is then easy to understand why the 
absence of such pressures has been put forward as a key reason for the 
inefficiency that characterized state-owned enterprises in Central and Eastern 
Europe. 

The likelihood of inefficient outcomes in a self-management system also 
seems high when one distinguishes between theory and practice. Yes, in 
theory there are many possibilities to enhance competition in an economy 
consisting of decentralized self-managed enterprises. However, the theory 
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ignores two realities. First, in a self-management system there are no private 
owners of capital, yet it is precisely such private owners (or their surrogates) 
who have the incentives to allocate resources efficiently. Second, non-market 
interventions by the Communist party and bureaucracy did not diminish in 
Yugoslavia once self-managed decentralization was put in place. In practice, 
Yugoslav product and factor markets continued to be distorted under self- 
management. 

In sum, theory and practice suggest that the proper incentives to allocate 
resources efficiently over time exist only under private ownership. Thus, the 
first vital condition for creating efficient competitive markets is the rapid 
establishment of a private property base. However the extent to which private 
property produces efficient results depends on how, among other things, the 
other guidelines in this section are implemented. 

A Sound Currency and Payment System 

Lenin was probably correct in his assessment that ‘to destroy a bourgeois 
society, you have to destroy its monetary system.’ Eucken said that ‘all 
efforts to create a competitive system are in vain unless a certain stability of 
money is assured.’ Thus, high priority should be given to the creation of an 
independent monetary authority with the mandate and means to preserve the 
purchasing power of the currency. More in general, a sound currency requires 
that the flow causes of excess demand are eliminated, in particular the reduc- 
tion of budget deficits (Blommestein and Marrese 1991a). The creation of an 
efficient and safe payment system is also a key task for the monetary authori- 
ties (Blommestein 1993). This is not an easy task. However, the authorities in 
emerging market economies should not postpone central banking reforms, 
otherwise macroeconomic stability and structural reform objectives will be 
impossible or very difficult and very slowly attained. 

Legal Aspects of Ownership 

The third guideline is that a proper legal system will enhance economic 
efficiency by specifying and enforcing property rights (Yang and Wills 1990). 
From a historical perspective, the legal underpinning of the modem property 
system improved the specification and enforcement of property rights by 
providing protection against arbitrary actions of governments. In addition, the 
current confusion in Central and Eastern Europe over who owns what should 
be eliminated in order to reduce incentives for the current ‘managers’ of 
enterprises and farms from engaging in asset stripping and to distribute 
responsibility for existing liabilities. In general, failure to specify and enforce 
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property rights acts as an impediment to privatization, foreign direct invest- 
ment and the efficient utilization of the capital stock. 

Regulatory Reform and Privatization 

Part of the fourth guideline is that regulatory reforms may significantly 
contribute to the emergence of competitive markets and therefore to greater 
micro-economic flexibility and economic efficiency. One form of regulatory 
reform, deregulation, involves not only the elimination of price controls and 
output restrictions but also the abolition of barriers to entry and exit (Pera 
1989). 

The other part of the fourth guideline is that deregulation in Central and 
Eastern Europe should be accompanied by privatization (Blommestein et al. 
1993). Three reasons stand out. First, deregulation is insufficient to attain 
allocative efficiency if a public enterprise enjoys an incontestable natural 
monopoly or one of the many first-mover advantages to deter entry (Sharkey 
1982; Gilbert 1986). Second, a private enterprise is more likely to behave in a 
competitive fashion because of the discipline imposed by the private capital 
market and the market for corporate control. Third, privatization might 
restrain governments from distorting competition by reducing support for 
inefficient but politically important enterprises. 

Price Liberalization 

The fifth guideline is to implement price liberalization, meaning the market 
formation of scarcity prices. Price liberalization is necessary because without 
price flexibility, markets simply cannot function effectively (this is indeed the 
key insight in the model of perfect competition). However, to secure price 
liberalization’s full benefits, it is important that the flow causes of excess 
demand (budget deficits, involuntary expansion of inter-enterprise credit, 
increase in the tax and social security arrears of enterprises) are eliminated 
and that more effective instruments for macroeconomic control are in place. 
These conditions for a stable macroeconomic regime assure that price deregu- 
lation will only lead to a one-time jump in prices and not to ongoing open 
inflation. In this way, a stable macroeconomic regime contributes to the 
smooth functioning of competitive markets and, conversely, micro-economic 
flexibility assists in attaining macroeconomic stability. In a successful trans- 
formation process the same virtuous circle is operative, although policymakers 
face extra challenges. 
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Liberalizing Foreign Economic Relations and Establishing Convertibility 

The sixth guideline includes: convertibility and the selection of an appropriate 
exchange rate; the reduction of trade barriers; the creation of an open foreign 
direct investment regime; and removal of restrictions on cross-border capital 
flows. Such competition-enhancing policies would influence privatization in 
two ways. First, open regimes for international trade and foreign direct 
investment may be very effective mechanisms for quickly generating competi- 
tion, even if the domestic production structure is still highly concentrated (a 
condition often cited as a reason not to privatize). For instance, Giersch 
(1990) notes that during 1948-1957, import pressure ensured workable 
competition in the Federal Republic of Germany. Imports created such 
pressure because importers had the legal right to purchase foreign exchange, 
without restriction, at an official exchange rate. In addition, a recent World 
Bank study shows that the best way to promote economic growth is to expose 
domestic producers to foreign competition (Papageorgiou et al. 1990). These 
examples argue for current-account convertibility at an early stage in the 
transformation process. 

Second, lack of domestic capital may impede the process of privatization. 
If so, foreign direct investment could quicken the pace of restructuring 
domestic enterprises, thereby increasing their competitiveness. 

Competitive Financial Markets 

The seventh guideline stems from the observation that in the absence of 
central planning, the financial system becomes the centerpiece of resource 
allocation (Hinds 1990). The key issue is how to ensure that mobilized 
savings are efficiently allocated. The past record of Central and Eastern 
European economies — including those who pursued decentralized decision- 
making such as Hungary and Poland — shows that state-owned enterprises 
invested capital and used existing capital stock much less efficiently than 
private enterprises in market economies (Crane 1991). Thus, the creation of a 
competitive capital market is of crucial importance. Two steps are needed. 

First, to improve the incentive framework for making investment decisions 
it is necessary that the number of state-owned enterprises be reduced through 
enterprise restructuring and privatization. Also, the free entry of new private 
business should be promoted. Second, to facilitate the intermediation between 
savers and investors, a competitive network of commercial banks should be a 
top priority (Brainard 1991, Blommestein 1992). This means that the program 
for the restructuring and privatization of state-owned banks should be imple- 
mented without delay (Blommestein and Lange 1993). 
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A competitive financial market provides information about the ‘correct’ 
price of capital to the owners of capital and potential investors. The experi- 
ences of both OECD countries and many developing countries clearly 
demonstrate the importance of well-functioning, competitive capital markets 
(Cameron et al. 1967). However, it seems likely that in the early stage of 
transformation, financial markets will remain distorted by problems related to 
asymmetric information. In particular, enterprises may face widely differing 
costs of external finance depending on whether they are urban versus rural or 
exporters versus importers. These cost differentials, which are related to 
access to domestic and international capital markets and arise due to the 
asymmetric distribution of information, can constrain investment behavior and 
depress the overall growth of productivity (Greenwald et al. 1990; McKinnon 
1990; Calomiris 1990). The main policy strategy should be to reduce these 
imperfections and their adverse consequences. In particular, ‘financial repres- 
sion’ should be avoided and the creation of well-supervised financial interme- 
diaries for financing investment should be promoted (McKinnon 1973; Park 
1990). 

Two related policy issues emerge from the literature on asymmetric 
information and moral hazard and from experience in OECD countries and 
developing countries. First, high priority should be given to financial reforms 
that foster greater competition in the banking system and improve the effi- 
ciency of banking services. There is overwhelming evidence that the banking 
system accounted for the larger part of investment finance in all advanced 
market economies except the United States (Calomiris 1990). Although the 
developments of markets for equities and government bonds is also important 
(especially for financing government deficits and as a means of implementing 
privatization), it is highly probable that in the next decade the bulk of savings 
will be channelled through the banking system (Brainard 1991; Blommestein 
and Spencer 1993). 

Second, in some circumstances financial markets should be liberalized 
gradually. For instance, in a situation of macroeconomic instability and 
inadequate supervision of the banking system it may be socially desirable that 
the monetary authorities ‘impose a ceiling on standard loan (and deposit) rates 
of interest’ (McKinnon 1988). The problem is that the interaction of macro- 
economic instability and inadequate supervision of the banking system may 
increase moral hazard. In other words, the temptation for banks to provide 
risky loans at high interest rates would increase in the expectation that large 
losses would be covered by government authorities who provide some form of 
subsidized deposit insurance yet fail to monitor properly. 

Economies in transition are particularly vulnerable to this second issue 
because of the overhang of bad assets in the portfolio of commercial banks; 
their legacy of lending to loss-making state-owned enterprises; their severe 
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problems with asymmetric information between lenders and borrowers; the 
high costs of screening and monitoring borrowers during the early stage of 
the transformation process; weaknesses in the regulatory environment; 
undercapitalized banks; and macroeconomic instability (Blommestein 1993). 
Under these circumstances, the abolition of the pre-reform regulatory system 
and the complete liberalization of interest rates may well intensify moral 
hazard in the banking system and lead to the excessive provision of high- 
interest loans to lenders who have a high probability of defaulting. In addi- 
tion, one of the prevailing conditions in economies in transition — the lack of 
working capital in newly established private enterprises — may result in 
highly-leveraged enterprises. Moreover, the indebtedness of the non-bank 
private sector may be further increased by privatization programs in which 
‘easy credit’ is granted to enterprises and individuals for the purchase of 
‘highly risky’ public assets. The resulting financial fragility would make it 
harder to reduce macroeconomic imbalances and therefore could undermine 
the entire transformation process. 

Thus the seventh guideline indicates that the creation of a competitive 
financial sector should be front-loaded with effective bank supervisory and 
regulatory controls to minimize moral hazard. The evidence from market 
economies as well as analytical considerations indicate that simple regulatory 
structures, leaving relatively little scope for discretion, are likely to perform 
best (Stiglitz 1993). In addition, the complete liberalization of interest rates 
should be postponed until inflation is under control and banks are being 
properly supervised. 

Labor Market Strategy 

The eighth guideline is that a labor market strategy (retraining, access to 
job-related information, relocation financing, and so forth) should not be 
neglected in the first stage of the transformation process. A well-functioning 
labor market reacts to changes in relative prices. One of the most challenging 
tasks during the transformation will be the reallocation of labor across 
enterprises, occupations, sectors and regions. This indicates the desirability of 
a competitive labor market in which a highly mobile labor force can react to 
price signals. 

The present mobility of labor in Central and Eastern Europe is low. The 
rigidity of labor markets is related both to labor laws and to many distortions 
in other markets including a rigid housing market and the absence of or 
obstacles to the creation of a competitive capital market. This underlines the 
importance of a comprehensive strategy for creating competitive labor 
markets. Failure to do so may result in persistent, long-term open unem- 




32 Government and Markets 



ployment. The OECD experience provides some useful lessons (OECD 1986, 
1989; Lindbeck 1990). 

Development of a Stable Tax Regime 

The establishment of a new tax system that provides a stable source of 
revenue for the government is important for the transformation process. Tax 
reforms should support macroeconomic stabilization. Following the break- 
down of the old tax system, a drastic improvement in the government’s ability 
to collect tax revenue in a decentralized environment is a sine qua non for 
longer-term macroeconomic stability. On the other hand, tax reforms should 
also reflect the fundamental assumption of a market economy, namely that 
profits and high incomes for the larger part can be seen as ‘positive contribu- 
tions to the material well-being of society by individuals through better 
initiative, more risk taking, more effort and better economic decisions’ (Tanzi 
1991: 26). 

The Creation of Autonomous and Accountable Government 
Institutions 

The final guideline is somewhat elusive. Yet, it is a very important one. The 
key issue is the impact of government institutions and rules on the extent of 
rent-seeking in an economy. Incentives for rent-seeking are created by the 
overall manner in which the government runs its business and interacts with 
the economy. The degree of autonomy and accountability of a government, 
being part of the institutions constituting the political order, are the main 
determinants of the extent of rent-seeking. The rules constituting the political 
order offer opportunities of wealth distribution. 

Weak states are characterized by weak institutions that are very vulnerable 
to political pressures (e.g. of well-organized special interest groups); weak or 
soft states will consistently underprovide economically desirable interventions. 
This in turn means that in the economies of weak states significant resources 
are allocated for the use of political institutions and the political process in 
order to extract income and wealth from others in the society; weak states are 
usually also characterized by a large share of illicit transactions, including 
widespread corruption. These private efforts or activities distract valuable 
resources from socially productive use. 

Thus, the redistribution of income and wealth is a driving force of the 
political process. Knight and Buchanan have noted that some basic measure 
of redistribution is a necessary condition for a stable order. On the other 
hand, experience shows that persistent redistributive activities undermine the 
liberal political order. Widespread black markets in market economies are 
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prima facie evidence that governments have gone beyond a critical threshold 
of redistribution. Of great concern is that some former communist countries 
may not have reached the point of establishing the critical threshold of a civil 
economy in which political freedom and constitutional constraints on govern- 
mental authority provide a solid underpinning to the rules of the game and 
institutions of a market economy. Instead, we are observing societies in which 
rent-seeking is wide-spread, many private and public agents are involved in 
illicit transactions, government institutions are ‘weak,’ political accountability 
is absent, and private ownership of productive resources is weakly protected 
against political takings. 

Conclusions 

Progress in creating competitive markets differs significantly across the 
emerging market economies, but certain common features are apparent. 

First, property rights reform (including privatization) is proceeding much 
more slowly than expected. The reasons for the delay in privatization are 
illustrative of the more general difficulties involved in the transformation 
process. Decisions concerning the allocation of wealth must be made and 
technical institutional problems must be solved if the transformation is to 
progress much further. With respect to the technical institutional problems, 
OECD experience may be helpful, even though the countries of Central and 
Eastern Europe lack many market institutions that are taken for granted in 
OECD countries. Second, the inability to face up to the economic failures of 
the past via enterprise restructuring and bank restructuring has been a major 
impediment to pressuring state-owned enterprises to act as privately-owned 
firms. Third, governments in, for example, the former CSFR, Hungary and 
Poland have spent much more effort on macroeconomic stabilization than on 
competition-enhancing institution-building or policies to promote dynamic 
efficiency. Fourth, price liberalization and reduction of consumer and produc- 
er subsidies have had dramatic impacts on the reduction of budgetary expen- 
ditures and introduction of relative prices that reflect much less distorted 
scarcities. Fifth, foreign direct investment has not played the role anticipated. 
However, once the property right question is clarified and enterprises and 
banks are reformed, the flood of foreign direct investment into these countries 
should be substantial. Sixth, a stable political order and strong government 
institutions that minimize unproductive rent-seeking behavior are key ele- 
ments for economic growth in the medium and longer term. 
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Democracy within Constitutional Limits 

James M. Buchanan 



It is not easy for Western political economists either to understand post- 
revolutionary developments in the former socialist countries or to proffer 
meaningful normative advice. The histories of these societies must evolve 
spontaneously, even if necessity dictates a dramatic compression of the time 
scale, at least in any comparative sense. At best, political economists who are 
external to the process can isolate and identify features of Western institutions 
that may be worth noting, and especially in a precautionary fashion, by those 
who may find themselves in positions to make critical choices during the 
institution building phases of transition. 

In this chapter, I shall draw largely upon my own country, the United 
States, as a source for identifying elements of current political structure that 
reflect departures from the normative standards that were both expressed in 
our founding documents and embodied in our political history for a signifi- 
cantly long period. It is not an exaggeration to say that we have now, in the 
United States, lost our ‘constitutional way.’ We have lost our generalized 
understanding of the relationship between the two normative objectives: 
political equality among citizens, summarized under the rubric ‘democracy,’ 
and the liberty or independence of each citizen from the coercion of the state, 
an objective that was presumably to be achieved by ‘constitutional’ con- 
straints on governmental authority. The American structure, as initially 
imagined and, to a surprising extent realized over long periods of our history, 
was accurately described as a ‘constitutional democracy.’ And I emphasize 
that both words are important, with ‘constitutional’ taking precedence over 
‘democracy,’ if, indeed, any such ordering is desired. Unfortunately, it is the 
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constitutional understanding that has been largely lost from public conscious- 
ness, with consequences for all to see. 

Citizens in the former socialist countries live now in the postrevolutionary 
moment during which there may exist opportunities to design and construct 
elements of political-economic orders that, once emplaced, will prove difficult 
to reform. The urge toward ‘democratization’ is surely easy to understand, 
and the association between nondemocratic political structures and the 
suppression of individual liberties leads perhaps naturally to a neglect of the 
potential democratic danger to individual autonomy. The institutionalization 
of democratic procedures of governance may produce consequences desired 
by no one unless these procedures are limited by constitutional boundaries. 

First, I shall discuss the relationships between political democracy and the 
market economy, both of which are nominally listed as objectives for post- 
revolutionary institutional reforms in the countries that were previously 
organized on socialist principles. I shall then summarize briefly the distinction 
between ‘constitutional politics’ and ‘ordinary politics,’ and I shall discuss the 
relevance of this distinction for the viability of a market economy, and, 
indirectly, for a liberal society. Next, I shall sketch out the operation of a 
‘politics within rules,’ and I follow this sketch by outlining specific implica- 
tions for areas of policy. I conclude the chapter with a general statement of 
position. 

Democracy and the Market 

Reformers in the countries that were classified as socialist prior to the 
revolutions of 1989-1991 are as one in their stated twin objectives: (1) 
political reorganization toward introducing democracy; and (2) economic 
reorganization toward introducing a market economy. 1 As regards the reform 
leaders in the societies of Eastern and Central Europe and the republics of the 
former Soviet Union, it is, I think, appropriate to ask whether or not the 
relationships between political democracy and a market economy are well 
understood. 

It is, of course, easy to understand why the historical experiences under the 
totalitarian rule of the Communist Party have generated urges toward demo- 
cratic reform in politics and economic reform toward markets. Individuals 
seek to be able to exercise political voice, to sense that they, individually, can 
at least share in the decisions that shape their own lives. At the same time, 



1 China, whose authoritarian leaders crushed its incipient revolution, is identified by 
its difference here. China seeks to shift toward economic organization based in part on 
market principles while putting down pressures toward democratization of its political 
structure. 
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and for different reasons, individuals simply observe the economic failure of 
attempted command-control institutions to produce economic value. The 
system did not deliver the goods, as measured by the size, quality and content 
of the bundle ultimately desired, and, furthermore, the bundle was not 
growing larger over time. 

But do the political reformers, both those who have attained positions of 
authority and those who might aspire to authority under fledgling democratic 
procedures, understand that the necessary conditions for the effective func- 
tioning of a market economy require that the range and scope of democratic 
authority be limited? At one level of discourse, there seems to be near 
universal acknowledgement that private or several ownership of productive 
resources must be substituted for collective or state ownership-control. But the 
secure ownership that is required for viability of an economy implies protec- 
tion of holdings against political takings, including takings that may be 
orchestrated through the auspices of democratic politics. Almost by definition, 
a market economy both requires and itself facilitates a restricted range for the 
operation of government, independently of, whether or not the actions of 
government are subject to, the indirect controls of democratic politics. Indeed, 
I would suggest that this political function of the market economy is, in some 
evaluative sense, more important than the economic function, as measured by 
the size of the bundle of valued goods generated. 

Properly understood, therefore, the revolutions were, and are, directed 
toward the devolution or decentralization of political authority, or depolitic- 
ization, which only a market organization of the economy makes possible, 
and, further, only within which genuinely democratic processes of decision 
can attain some semblance of meaning. The organizational-institutional 
implications of such an understanding are clear: The range and scope for 
political authority must be restricted, preferably by constitutional constraints 
that may be strategically introduced during the postrevolutionary moment and 
before particularized interests emerge. Explicit constitutional limits on the 
intrusion of politics into the market have the further advantage of providing 
expectational stability for persons and groups, internal and external, who 
might make long-term investments. 

Constitutional Politics and Ordinary Politics 

On many occasions, I have emphasized the necessity for a ‘constitutional 
understanding,’ by which I mean an appreciation for and an understanding of 
the two stages or levels of political decision making that must describe the 
functioning of any political order that can claim either legitimacy or tolerable 
efficiency. There is, first, the design, construction, implementation and 
maintenance of the basic rules, the fundamental law, the constitution, that 
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defines the parameters within which what we may call ‘ordinary politics’ is to 
take place. And there is, second, the operation of such ordinary politics within 
these rules, so defined. 

In some ultimate descriptive sense, there must always exist such a two- 
stage, or even perhaps a multi-stage characterization of politics as it is 
actually observed. But the explicit recognition of the distinction, and, more 
importantly, of the operational implications, is often neglected, with the result 
that ordinary politics is allowed to proceed as if there are no limits. It is 
critically important that the logic of the distinction between the stages inform 
thinking about politics, both during moments of constitutional choice and in 
the postconstitutional periods described by the workings of ordinary politics. 

There are, literally, hundreds of familiar nonpolitical analogues to the two- 
stage structure of politics emphasized here and elsewhere. Consider word 
processing. The user must first choose a software program, and, secondly, 
choose what to write within the constraints imposed by the program. Or, 
consider the purchase of any durable good, say, an automobile. The capacities 
of the car limit to some extent the activities that may be performed in using 
it. Or, consider planting a fruit tree, where the initial choice is among an 
apple, peach, plum or pear tree. Once this choice is made, it necessarily 
constrains the activities involved in cultivation, and also the type of output to 
be expected. For economists, the Marshallian distinction between the long-run 
choice of a fixed facility or plant and the short-run choice concerning the 
level of operation of the plant, as given, is familiar, and this distinction is 
directly analogous to the constitutional choice-ordinary politics choice 
introduced here. 

Constitutional politics involves setting the rules, selecting the parametric 
framework within which ordinary political decisions are to be made and 
carried out. Such politics defines the manner of selecting those who seek to 
govern others, the extent of the voting franchise, the timing and procedures 
for elections, the voting rules, the terms for eligibility for office, methods of 
representation and many other procedural details that are necessary for 
democratic processes to operate at all. These constitutional parameters for 
democracy will be almost universally acknowledged to be both necessary and 
to differ in kind from the objects upon which ordinary politics operates, even 
in those settings where there exists no explicit constitution, as such. But the 
extension of constitutional parameters to include more than these formal 
procedures for governance must also be recognized to be important for 
insuring stability of expectations. The range over which governments are 
allowed to act, even governments that are procedurally legitimate in the 
democratic features listed above, must be known, at least in terms of well- 
defined boundaries beyond which political intrusion shall not extend. Such 
constitutional limits may lay out protected spheres for personal liberties, as in 
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bills of rights, and also for economic liberties, without which any market 
order remains highly vulnerable to piecemeal interferences generated by 
interest-motivated coalitions. 

A domain for the exercise of constitutional politics may be described, but 
the existence of limits does not, itself, imply that there is little or no room left 
for the play of ordinary politics, the spaces within which the activities of 
governments, as we know them, may be observed. Clearly, governments may 
do many things, whether these qualify as ‘good’ or ‘bad’ by any criterion, 
that are within the constraints defined in almost any constitutional structure. 
But it is folly to think that governmental activities are appropriately con- 
strained only by the feedbacks on voter attitudes that the formal procedures of 
democracy make possible. 

Politics within Rules 

Politics, as we observe it and talk about it, is, therefore, strictly a ‘politics 
within rules,’ or in the reductionist classification of the previous Section, 
strictly ‘ordinary politics.’ A well-functioning polity will, indeed, be described 
by stability in its basic constitutional structure, which translates into an 
absence of activity aimed toward continual constitutional change and discus- 
sion of such change. But the politics within rules that describe the well- 
functioning polity operates effectively only if the rules are themselves both 
understood and respected. A politics that seems to proceed as if a constraining 
set of rules does not and should not exist must fail in several dimensions. An 
imperialistic ‘ordinary politics’ insures the removal of stability-predictability 
from the whole political-legal-economic order, and thereby guarantees both 
economic stagnation and the loss of individual liberties. 

To suggest that the constraints on the operation of ordinary politics that are 
embodied in a constitution, whether these constraints be formal or informal, 
whether they emerge through an evolutionary process or as a result of 
deliberative design, are not subject to continual change does not, of course, 
imply that genuine constitutional politics, the politics involved in changing 
the basic rules, is out of bounds for discussion or that genuine constitutional 
reform is taboo. The suggestion is only that constitutional rules should be 
treated as ‘relatively absolute absolutes’ by any comparison with the operation 
of within-rule politics and that these rules, if changed, be considered to be 
quasi-permanent, and that they be analyzed as if they are and must become 
elements in genuine ‘political capital’ (see Buchanan 1989). Politics loses 
meaning if every moment becomes ‘constitutional’ in the sense that efforts are 
made to modify the basic structural parameters of the system. Genuinely 
constitutional moments are identified in part by their singularity, by their 
extraordinary presence, by their intrusion of sorts into the ongoing compro- 
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mises of conflicting interests that describe and define ordinary political 
experience. 

‘Democratization’ may be introduced with reference either to constitutional 
or to ordinary politics, but it is essential that the domains be understood to be 
separate and apart. Democracy, defined as ultimate equality of influence over 
collectively determined results, may characterize procedures through which, at 
some appropriate moment, the structural parameters are chosen. On the other 
hand, and by contrast, these parameters may be imposed nondemocratically, 
for example, the MacArthur constitution for modem Japan. But independently 
of how the rules are themselves selected, these rules themselves may or may 
not provide for ordinary politics to operate democratically in the standard 
meaning. The rules may dictate that, within the boundaries specified in the 
constitution, individual citizens are guaranteed the exercise of equal ultimate 
influence over particular outcomes, with modem Japan again offering an 
example. 

It is important to note, however, and as the discussion should have made 
clear, that there are limits to any ‘democratization’ of constitutional politics 
imposed by the necessary quasi-permanence of the rules. If the parameters of 
structure are to remain in place over a sequence of periods during which the 
processes of ordinary politics are expected to take place, it is necessary that 
citizens, acting politically in any arbitrarily chosen period, cannot expect to 
exercise an influence comparable to that exercised in the ordinary politics that 
is bound within the existing constitutional rules. In a very real sense, the 
electorate for an effectively democratic constitutional politics must include 
participants over the course of many periods. Political equality may be 
retained as a normative democratic ideal, but individuals must reckon that the 
influences exerted ‘spill over’ through time periods as well as among partici- 
pants within any time period. That is to say, the set of participants who may 
claim idealized equality of influence is larger, in a temporal dimension, in 
constitutional than in ordinary politics. 

Constitutional Misunderstanding: Examples from Modern United 
States 

In the introduction, I stated that the United States has lost its ‘constitutional 
way,’ that constitutional understanding has been allowed to slip from public 
consciousness, and that modem experiences drawn from the United States 
may usefully serve as precautionary warnings to those who are actively 
engaged in constitutional design for countries that remain in a formative 
moment. In order to support this claim, it is necessary for me to summarize 
very briefly elements of the constitutional history of the American republic. 
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In Janies Madison’s grand design, the central or federal government of the 
United States exercised extremely limited authority, but within such authority 
its sovereignty was unchallengeable. The separate state governments were not 
to restrict the free flow of commerce over the inclusive territory; the extensive 
internal market was to remain open, allowing for full exploitation of the 
specialization of labor, producing advantages that became relatively more 
important as technology developed. Because of this guarantee of a large 
internal open market, there was relatively little need for explicit and extensive 
constitutional constraints on the domain for ordinary politics of the several 
state governments. The competition, both actual and potential, among these 
several units within the large open market acted to insure that any excesses of 
ordinary politics, motivated by coalitions of conflicting interests, be kept 
within reasonable bounds. The competitive politics of a viable federalism can 
substitute for the explicit constitutional politics that would be necessary in a 
unitary polity. 2 

Madison and his peers overlooked the requirement for constitutional 
guarantees for openness in the external market, that is as between domestic 
and foreign traders. The central government was empowered to regulate 
external commerce, and the absence of explicit constraints allowed the 
ordinary politics of interest to generate welfare-reducing and regionally 
discriminatory restrictions on trade. These observable excesses of ordinary 
politics were at least in part responsible for the intense interregional conflict 
that provided the origins for the bloody Civil War in mid-nineteenth century. 
And the outcome of this war itself insured that the effective federalized 
structure of American governance would, over time, disappear. The central 
government, without any threat of secession on the part of states, predictably 
assumed increasing authority over the course of a century, with the result that 
modem United States is, basically, unitary in a descriptive sense. The central 
government is overwhelmingly dominant in any and all potential conflicts 
with the states. 

This change in political structure was not accompanied by any recognition 
that the demise of the competitive politics as among the several states should 
have dictated the imposition of additional constitutional constraints on the 
powers of the central government, over and beyond those that Madison 
thought to be necessary at its formation. As the operation of the internal 
market of the United States came increasingly under the regulatory control of 
the ordinary politics of the single central government, there was no effective 



2 This is a simple principle that the nations of the European Union should learn and 
act upon. Unfortunately, the constitutional moment during which a viable federal 
structure might have seemed possible may already have been missed (see Buchanan 
1990). 
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constitutional barrier to the intrusive interferences with the workings of the 
market, either internal or external. And the intrusion, once commenced, took 
on a dynamic of its own. Those interests that were successful in securing the 
artificially created profits or rents from politicized protection become at- 
tractors for other interests seeking, and getting, similar treatment. There were 
parallel extensions through the emergence of the transfer sector. The financing 
of genuinely collective functions from revenues raised from broad-based and 
general taxes was supplemented and expanded to include the financing of 
transfers, in money and in kind, to designated recipient groups, and taxes 
were deliberatively modified to insure nongenerality in liability. Many of 
these changes might have been tolerated without major damage to the 
constitutional fabric if they could have been considered as quasi-permanent. 
But, instead, the whole expenditure-tax structure in modern United States has 
been allowed to become the primary object for the machinations of ordinary 
politics. The fiscal system is not treated as a part of the framework within 
which the decisions of participants in the market sector are made. The whole 
budgetary process reflects little more than the continuing compromises of the 
conflicting interests through ordinary politics. Everything seems up for grabs, 
and each legislative period is marked by proposed revisions in what should be 
structural parameters for the economy. Modern American political leaders, 
regardless of party, have no understanding at all of the need for, and the 
potential benefits from, stability in the rules, as applied to the whole of the 
regulatory-fiscal framework. The quasi-stagnation of the American economy 
in the 1990s is directly attributable to the failure of political and intellectual 
leaders to recognize that a more limited politics, as reflected in stability in 
rules, can be a more productive politics, if productivity is measured either in 
economic growth or in the liberties of citizens. 

Conclusion 

The United States constitutional experience must be avoided if the emerging 
democracies and market economies are to have reasonable prospects for 
success, especially with the past and recent history of the failed socialist 
experiments, it is critically important that the private property rights, as, if 
and when established, be guaranteed against politicized takings, whether in 
the form of direct seizure, the imposition of particularized punitive legislation 
or indirect and onerous burdens of taxation. It is imperative that the constitu- 
tions for the formerly socialist countries contain the guarantees for procedural 
democracy (elections, franchise, etc.) for personal liberties (speech, press, 
religion, etc.) and for protections against politicized (even if democratic) 
invasions of private property rights. Because of the historical memories of the 
politicized economy, property owners can be assured on the last point only by 
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a specific constitutional listing of the allowed scope and range for the 
workings of ordinary democratic politics. The ‘public goods’ that are to be 
financed by taxes must be specified, along with the basic structure of taxes to 
be used. A fiscal constitution is an essential element in any constitutional 
democracy, but it is more important in a setting where the distrust of ordinary 
politics and politicians is deeply imbedded in the psyche of citizens. 

I am not so naive as to predict that any of the countries facing the consti- 
tutional moment of the 1990s will meet the ideal standards that I might 
suggest. Without a heritage of experience that embodies some understanding 
of the central logic of effective constitutionalism, any implementation of 
constitutional democracy will be difficult to achieve. But the logic remains, as 
does the tremendous and unique opportunity. The logic is simple, however, 
and appropriate leadership can influence public attitudes and opinions. And, 
once again, the force of potential competition cannot be overlooked. If only 
one of the countries in question should achieve the reforms required for a 
leap into genuine constitutional democracy, the exemplar offered to other 
countries in this age of instantaneous communication would almost guarantee 
generalization to other settings. 
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Democracy, Legal State, and Constitutional 

Change 

Huib M. de Jong and Dick W.P. Ruiter 



The revolutions of 1989 have radically changed the power structures in most 
Eastern European countries as well as the power balances between them. The 
changes taking place on the European continent give rise to many economic 
and political debates. Economic discussions are aimed at the development of 
free-market economies in Eastern Europe. This kind of economic order is 
deemed to be the best way to provide the goods and services necessary to 
meet the most fundamental needs of the population. As Glenny wrote in his 
book on the 1989 revolutions: ‘The goal of modern Western democracy may 
be appealing in theory to most East Europeans, but they are concerned first to 
ensure a basic standard of living for their children’ (Glenny 1990: 183). 
Political debates focus on the structure of society (unionism, federalism) and 
the possibility of enlarging the influence of the people. In order to organize 
the latter, consensus on the criteria for membership in the political society is 
necessary. This amounts to decisions regarding the inclusion or exclusion of 
individuals, or even entire minority groups. In this respect actual political 
reality frequently shows smoke on the horizon. The collapse of the old 
authoritarian structures under Soviet supremacy ignited many collective 
outbursts of nationalistic sentiments, often ending in violence. 

If we look at the ongoing debates, it is remarkable to note the lack of 
considerations concerning the legal orders of the countries involved and the 
possibilities constitutional law offers as a safeguard against undesired political 
or social developments. In this chapter we shall attempt to contribute to the 
filling in of this gap. In particular, we shall consider the basic normative 
structure of political societies and the demands they must meet in order to 
satisfy certain standards. The basic structure of political societies may be 
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defined as ‘the way in which major social institutions distribute fundamental 
rights and duties and determine the division of advantages from social 
cooperation’ (Rawls 1971: 7). 

The fundamental idea underlying our analysis is that the countries in 
Eastern Europe are trying to evolve from a situation of dependent totali- 
tarianism to independent liberal democracies. 1 With this assumption we shall 
first look at liberal-democratic political theory (the principles of freedom and 
equality). Subsequently, we shall deal with the transformation of political 
theory into legally valid norms. In this part we base our argument on the 
concept of a legal state. This concept refers to the institutional requirements a 
liberal democratic society ought to fulfil. Finally, we shall draw some conclu- 
sions and relate them to the perspective of constitutional change in Eastern 
Europe. 

It should be clear that the different questions we raise cannot be answered 
fully in this chapter. We do not pretend to provide a theoretical framework to 
provide a kind of recipe to solve all constitutional problems in Eastern 
Europe. What we shall do is depict some fundamental problems that must be 
solved to start a rational process of constitutional design. To solve these 
problems it is necessary to acquire more empirical knowledge regarding the 
particular social systems in the countries involved, especially knowledge with 
regard to the choices the respective populations are prepared to make 
themselves. Montesquieu was right in writing that in order to be workable, 
constitutions must both reflect the norms and values accepted by the people 
and deal with the specific problems of particular countries (Montesquieu 
1783). 

Liberal-Democratic Political Theory 

Liberal -democratic political theory is a normative theory (theory of justice) on 
the requirements the basic structure of a political society should meet. Its 
basis is the traditional tension resulting from the fact that human beings are 
both distinct individuals and part of social classes and groups. Like any other 
political theory, liberal-democratic theory seeks to strike a balance between 
the demand for social cohesion and individual liberty. 

On the value level, liberal-democratic political theory focuses on individual 
freedom. It is plain, however, that within any political community the debate 



1 According to Finer (1970: 58-59), in totalitarian states ‘...regimentation is extended 
to its limits, the representative quality of government is all but extruded and sub- 
groups are all but entirely dependent.’ In his view liberal democracies are states 
‘which rely upon the critical awareness of the population, and seek to convince them 
by a process of persuasion.’ 
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Figure 4.1. Individual Freedom and Authority 




on individual freedom must also be a debate on authority (Raz 1986; Benn 
1988: 306). The relation between the concepts can be interpreted from two 
possible perspectives (Berlin 1969). First, one can look at freedom as the 
absence of authority; on this way freedom implies personal autonomy, the 
capacity of acting in accordance with personal choice. Individual freedom is, 
in this perspective, part of a moral doctrine of non-intervention by any 
authority whatsoever. Secondly, one can look at freedom in relation to 
authority. Thus, freedom represents the room left for personal reasons and 
motives in the relationship between individuals and state authority. 

This second perspective can, once again, be interpreted in two ways. On 
the one hand authority in political society may be understood as the sovereign 
supremacy of government within the state. On the other hand, it is possible to 
interpret society as an ‘arena of choice’ in which individual and organized 
interests, including the interests of the government, are pursued (Seidman 
1978: 70). 

Most modem theorists adhere to the second main perspective. Only a 
minority (extreme liberalism, libertarianism or anarchism) holds onto the 
assumption of individual freedom as the absence of authority. 

Below we shall consider individual freedom in accordance with the 
prevailing approach in political theory. This does not mean that within this 
approach there are no controversies about the notion of individual freedom. 
The distinction between, on the one hand, government as a sovereign in the 
state and, on the other, political society as an ‘arena of choice’ provides a 
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Figure 4.2. The Principle of Freedom 




starting point for an account of the differences of opinion. 

Authority and Freedom 

The assumption of political authority as the internal sovereign is based on the 
idea that state authority is indispensable for providing or maintaining social 
order. In this perspective a political society without some sort of government 
possessing the ultimate power in the state is inconceivable. If we look at the 
issue of constitutional change in Eastern Europe from this angle, it leaves us 
with an obvious problem, for most (if not all) of the former communist 
regimes (e.g. Poland, Hungary) have claimed that they have always respected 
individual freedom within the limitations imposed by the need for effective 
state authority. Thus, the normative thrust of the notion of individual freedom 
is canceled out. 

A possible way out of this dilemma is afforded by the idea of individual 
freedom as a fundamental principle of political authority. This means that 
political decisions may not interfere with the personal choices of citizens, 
unless there is a good reason for it. Any political decisions should be taken in 
light of the question of whether or not there are good reasons to intervene in 
the realm of the individual. 

The problems with this line of reasoning are obvious. The concepts used 
(privacy, interference, good reasons) are vague. What do they stand for? 

Privacy is a difficult concept. The reason is that it is hard (if not 
impossible) to make statements about the positions of individuals, without 
taking their social environment into account. Still, the concept has 
progressively gained in importance, especially within the realm of information 
technology. We shall clarify its essence with the aid of an illustrious 
predecessor. In his political theory John Stuart Mill used the distinction 
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between the private and the public realm, respectively, to determine the limits 
of government. The object of his essay was to assert one principle: 

That principle is that the sole end for which mankind are warranted, individually or 
collectively, in interfering with the liberty of action of any of their number is self- 
protection. That the only purpose for which power can be rightfully exercised over 
any number of a civilized community, against his will, is to prevent harm to others 
(Mill 1985: 68). 

At the end of his essay, which is without any doubt a jewel in the crown 
of political theory, it seems as if his principle would cover his whole account 
of political society. However, he then turns to ‘cases in which the reasons 
against interference do not turn upon the principle of liberty: the question is 
not about restraining the actions of individuals, but about helping them; it is 
asked whether the government should do, or cause to be done, something for 
their benefit instead of leaving it to be done by themselves, individually or in 
voluntary combination’ (Mill 1985: 180). His failure to provide a satisfactory 
analytical answer to the question of where the borderline between the private 
and the public lies, then becomes clear in the next quote: 

To determine the point at which evils, so formidable to human freedom and 
advancement, begin, or rather at which they begin to predominate over the benefits 
attending the collective application of the force of society, under its recognized chiefs, 
for the removal of the obstacles which stand in the way of its well-being; to secure as 
much of the advantages of centralized power and intelligence as can be had without 
turning into governmental channels too great a proportion of the general activity — is 
one of the most difficult and complicated questions in the art of government (Mill 
1985: 185). 

Mill’s problem regards the fact that, as soon as one accepts the truth of the 
proposition that individual behavior cannot be explained without reference to 
the social context, it becomes very difficult to make clear where the line 
between private and public lies. The difficulty is not only theoretical in 
character. In the last decade — after a period of rapid growth in the amount of 
services rendered by governmental authorities — in nearly all countries in the 
Western part of the ‘European house’ (e.g. England, France, the Netherlands), 
a tendency to re-evaluate the size of the organization and the competencies of 
the government and its administration has emerged. Questions related to this 
preference for ‘small government’ all eventually revert to the definition of 
individual freedom within the context of governance. Both in theory and prac- 
tice, we may conclude, to say the least, that it is, very difficult to determine a 
fixed line between the private and public realms. 
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Mill’s theory not only illuminates problems concerning the privacy notion, 
but it also shows that it is hard to decide in concrete instances whether or not 
we are confronted with interferences of privacy. Few will be prepared to 
claim without reservations that any kind of aid and sustenance by public 
services amounts to a form of interference with individual privacy. It is 
important to note that in the last quote Mill shifts his line of argument from 
individual autonomy to individual well-being. This shift is a logical one as 
soon as individuals are seen as members of political society, but it also 
illustrates clearly that the meaning of any statement that the government must 
not interfere is, for a great part, the result of applying subjective personal 
criteria. 

This brings us to the third concept, that of ‘good reasons.’ Obviously, a 
political community cannot exist if all individual citizens are allowed to use 
their personal subjective criteria for evaluating governmental conduct. 2 
Hence, other criteria must apply. If we do not accept the existence of 
objective values (and we do not), there is no other way but to look for 
socially acceptable criteria. Trial and error seems to be the only feasible 
mechanism. However, by accepting this mechanism we also recognize that 
there are no generally valid criteria for distinguishing ‘bad’ from ‘good’ 
reasons for the government interfering in the private realms of the citizens. 

The absence of generally valid criteria does not involve the idea that 
freedom as a principle of governance does not hold well. Raz suggests that to 
deal with the problem of this vagueness we should take what he calls ‘the 
service conception of the function of authorities’ as a point of departure, 
rather than the idea of individual autonomy. This means that we should agree 
that the primary function of government is to serve the citizens (Raz 1986: 
59). For Raz this conception implies two theses: 

1. Normal-justification thesis: ‘the normal way to establish that a person 
has authority over another person involves showing that the alleged 
subject is likely better to comply with reasons which apply to him 
(other than the alleged authoritative directives) if he accepts Uie 
directives of the alleged authority as authoritatively binding and tries to 
follow them, rather than by trying to follow the reasons which apply to 
him directly’ (Raz 1986: 53). 

2. Dependence thesis: ‘all authoritative directives should be based on 
reasons which already independently apply to the subjects of the 



2 



See Green (1990) on this problem. 
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directives and are relevant to their action in the circumstances covered 
by the directive’ (Raz 1986: 47). 

If a government acts in accordance with these theses, the citizen ought to 
accept the rules issued by the former as reasons for conforming to them {pre- 
emptive these). 

The solution offered by Raz is quite interesting. Both theses are grounded 
in ‘legitimacy’ as the central concept governing the relationship between 
individual freedom and state authority. The term ‘legitimate’ refers to the 
extent to which citizens accept governmental choices as morally justified 
(Green 1990: 5; Weber 1980: 16). In this conception there is room for 
gradations of legitimacy dependent on different issues, times and places. 3 

A second striking element in Raz’s theory is the way in which he incorpo- 
rates the principle of equality. His dependence thesis is no more nor less than 
one of the most important elements in legal philosophy: the formal principle 
that equal cases must be equally dealt with through judgements derived from 
general norms. The ideal of individual freedom, that is in this way sought 
after by liberal theory, cannot be reached without also accepting the principle 
of equality (Spicker 1985: 205-216). In this Raz does not stand alone. As 
Gutman points out equality is, in addition to the idea of rational choice, an 
implicit anthropological assumption of the tradition of liberalism as long as it 
has existed (Gutman 1980: 41). 

Democracy 

The acceptance of equality as a basic principle of any political society 
recognizing individual freedom relates liberalism to democratic theory (Held 
1988; Dahl 1989). Raz conceives equality primarily as (in terms of systems 
theory) a feature of the output of political systems. Conversely, democratic 
theory looks at equality as a feature of their input. The most prominent model 
of democracy, coined by Rousseau, is based on the idea of a social contract, 
which ‘establishes equality among the citizens in that they ... must all enjoy 
the same rights’ (Rousseau 1968: 46, 76). Dahl, one of the most prominent 
writers on democracy of our day, calls equality one of the assumptions of a 
rational belief in democracy: 



3 The choice to use this conception implicitly means that we do not accept liberal- 
democratic theories in which liberty is intrinsically valuable, like in Hayek’s ‘rules of 
just behavior’ or ‘laws in the proper sense’ (see Hayek 1973, 1976, 1979). The 
problems of Hayek ’s ideas on law in view of modem legal theory are discussed by 
Haakonssen (1988). See also Raz (1986: 7). 
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With respect to all matters, all the adult members of the association (the citizens of a 
government) are roughly equally well qualified to decide which matters do or do not 
require binding collective decisions. Those who participate shall decide which matters 
the demos (the citizenry) is best qualified to decide for itself; which matters, in the 
membership’s view, the demos is not qualified to decide for itself; and the terms on 
which the demos will delegate a contingent and recoverable authority to others (Dahl 
1985 : 57 - 58 ). 

In Dahl’s formulation of this assumption of rational belief the last part is 
important in light of the history of democratic theory. Rousseau adhered to 
the ideal of direct democracy. Dahl does not include this ideal in his theory. 
Delegation of power to representatives is an integral part of his assumptions. 
To justify this Dahl can refer to the examples of present-day democratic 
systems, but also to impressive parts of the Federalist Papers, in which a 
justification of the basic structure of the U.S. can be found. Madison, for 
instance, wrote about solving the faction problem. By a faction he 
understands ‘a number of citizens, whether amounting to a majority or 
minority of the whole, who are united and actuated by some common impulse 
of passion or of interest, adverse to the rights of other citizens, or to the 
permanent and aggregate interests of the community’ (Hamilton et al. 1961: 
78). The threat of faction struggle renders direct democracy a fiction. 
Hamilton preferred a republic, by which he meant ‘a government in which the 
scheme of representation takes place’ (Hamilton et al. 1961: 81). The value of 
political equality is, therefore, set in the context of representative government. 

Liberal-Democratic Values 

We started this section with the assumption that liberal-democratic political 
theory is a normative theory (a theory of justice) as to the requirements the 
basic structure of a political society has to fulfil. Its main feature is its 
concern with individual freedom as a social value. Like any other political 
theory, however, it has to deal with the tension between individual freedom 
and authority. Raz suggests not using the idea of autonomy as a starting point 
of liberal-democratic theory, but the wider concept of ‘the service conception 
of the function of authorities’ to come to grips with the said tension. Thus he 
relates individual freedom to a specific interpretation of political equality: 
equal treatment of equal cases. In a wider sense, political equality is 
traditionally the core issue of democratic theory, viz. as the requirement that 
opportunities for influencing the country’s government be equally distributed. 
The conclusion of this section is that liberal-democratic theory is based on 
two abstract values: individual freedom and equality. In the next section we 
shall examine how these values are implemented in the constitution. 
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The Concept of a Legal State 

As was mentioned in the introduction, in this part we shall attend to the 
concept of a legal state. This concept has become a central part of the theory 
of the state in the last two centuries, especially in the German tradition 
following Kant (in German: Rechtstaat ). 4 The concept has evolved in inter- 
action with liberal-democratic political theory and can, to a certain extent, be 
interpreted as its constitutional translation. Although all states in Western 
Europe present themselves as legal states, they are differently structured. A 
great variety of national institutions present themselves as particularly 
successful implementations of the values involved in the concept of the legal 
state. An observer is thus confronted with the puzzling problem of how so 
many different national arrangements can be conceived as contributing to the 
realization of the same concept. In order to diminish the confusion we shall 
attempt to isolate some features all ‘legal states’ have in common behind their 
divergent appearances. 

A preliminary point deserving our attention is a current usage of the term 
‘legal state’ in a sense opposite to its classical meaning. Even the Dutch 
Minister of Justice is in the habit of making statements to the effect that, in a 
legal state, crime shall not pay. As recent research has shown, a small 
minority of the members of the Dutch parliament tend to follow him in this 
use of the concept (De Jong and Thomassen 1992). That only a few (although 
prominent) political agents use the term ‘legal state’ in this specific way is (in 
a way) fortunate, because — as may be concluded from the previous 
section — such observations attest a serious misunderstanding. Crime contra- 
venes the legal order, not the legal state. The notion of the legal state is not 
meant to serve the public interest, but the interests of individual citizens in 
receiving protection against governmental supremacy. Hence the notion of the 
‘legal state’ is at issue not when the legal order is assailed in general, but 
when the government exceeds specific limits, even in the case of beneficial 
purposes, such as crime-prevention. 

The notion of the ‘legal state’ is essentially a collection of requirements 
public authorities must fulfil in the interest of the free and equal individual 
citizens of the state. It is, therefore, incorrect to say that the notion of the 
‘legal state’ requires the punishment of crime. Conversely, the statement that 
nobody can be involuntarily kept from the judge accorded him by law ( ius de 
non evocando ) is, for instance, a correct expression of one of the basic 
institutional requirements involved in the notion of the legal state. 



4 See Vile (1967:13) and Friedrich (1953: 209-210) on Kant’s ideas about the legal 
state. 
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A second preliminary point to be made is that, rather than in the ideal 
circumstances of academic consensus, the legal state is especially at stake in 
circumstances in which its consequences are generally deemed barely ac- 
ceptable. Legality is a nice notion as long as obviously innocent people are 
protected by it, but it becomes a nuisance when the criminal gets away on 
account of it. Yet, precisely cases in which well-intentioned officials are, at 
first sight, needlessly restrained by legal limitations in the pursuance of 
legitimate objectives, have time and again proven to be the litmus tests of 
genuine legal states. Protection from the government not only entails 
safeguards on behalf of the well-meaning citizenry against arbitrary power 
but, also, immunity for individual citizens from certain governmental 
measures against them, even when these measures are demanded by their 
outraged fellow citizens. 

Institutions 

It is not easy to provide a precise listing of institutional measures that make a 
country a ‘legal state.’ As we have stated, many different national arrange- 
ments can be conceived as contributing to the realization of the concept. 
Through the ages various authors have given different interpretations (Maus 
1978). In spite of the uncertainties connected with the concept, it is possible 
to summarize some major features attributed to legal states. 

If we accept that freedom and equality are the two basic assumptions of 
the legal state, this means that in the constitutional system the following 
general rules ought to be included: 

1. All human beings shall be treated as equals. 

2. Certain individual liberties shall not be affected. 

3. Human beings shall have secured legal positions. 

4. No public authority shall possess exclusive power. 

5. Fundamental legal rules shall be established in agreement with a 
representation of the people. 

The first four rules are related to the liberal part of liberal-democratic political 
theory. The last one refers to the democratic part of the system. The five rules 
will serve as the main themes of the following ‘guidebook’ to the legal 
state. 5 



5 See Ermacora (1970: 92), for a different list of elements of legal states. 
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Equality 

Article 3, sec. 1, of the German Constitution contains the following succinct 
provision: ‘All human beings are equal before the law.’ Article 1 of the Dutch 
Constitution provides: ‘All finding themselves in the Netherlands are treated 
equally in equal cases.’ Although these constitutional provisions are primarily 
addressed to the governments of the respective states, legal states generally 
comprise further legal rules rendering certain aspects of the principle of 
equality also applicable to relations between citizens. 

Legal equality is formal in character. As the principle’s formulation in the 
Dutch Constitution indicates, it does not stipulate that human beings are 
equal, but that they must be treated in a similar manner, once their equality in 
light of a pertinent criterion is established. Now the problem is how to find 
such criteria of equality. The notion of the legal state does not provide 
positive answers to this question. This led the legal theorists Kelsen and Ross 
to the conclusion that the principle of legal equality is identical with the 
principle of legal certainty insofar as it requires that legal rules be general and 
that particular governmental decisions be taken in accordance with general 
rules (Kelsen 1975: 23, 1976: 392 ff.; Ross 1974: 270 ff.). In this account, the 
principle entails the requirement of impartial government bound by the rule of 
law. In present-day legal states, the principle of equality plays an important 
part in the specific shape of a safeguard against discrimination on grounds of 
race, religion, gender or sexual proclivity. Such prohibitions of discrimination 
make certain factual differences between individuals legally irrelevant. 

It is important to see that the principle of legal equality is not an 
expression of some substantive political doctrine, but an indispensable formal 
cornerstone of the legal state that helps to determine the borderline between 
governmental discretion and arbitrariness. 

Secured Freedom 

In legal states freedom is secured by classical basic rights. Most of these 
rights are also warranted by international treaties on human rights. Here we 
will confine ourselves to a subset of basic rights providing a comprehensive 
picture of the fundamental legal position accorded to individual citizens of a 
legal state. The rights will be presented without regard to restrictions imposed 
on them on account of such general interests as public order and safety. 

To enhance the development of an independent, responsible and multiform 
national society an intricate set of basic liberties concerning the possibility of 
human thought and mutual communication without fear of repercussion is 
additionally called for. The core of these liberties consists of religious 
freedom, freedom of opinion, and freedom of assembly, association and 
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demonstration. It is quite clear that these rights are essential from the 
perspective of the democratic process. Dahl, for example, mentions them as 
prerequisites of his democratic theory (Dahl 1989: 221). 

A further principal basic right is the right of freedom of movement. 
Without this freedom open social and economic exchanges are infeasible. 

Finally, a series of basic rights has the purpose of protecting the citizens’ 
personal integrity, as well as their private and intimate social life from 
governmental interference: the inviolability of the human body, the inviola- 
bility of the home, protection against undue expropriation, personal privacy, 
confidentiality of mail, telephone and telegraph, warranted secrecy of personal 
data, and protection against unlawful detention. 

Legal Certainty 

We have already seen that the principle of legal certainty partly coincides 
with the principle of formal equality, inasmuch as both require that legal rules 
be general and that particular governmental decisions be taken in accordance 
with the former. However, in modem states there is more to the principle of 
legal certainty than is expressed by the classical ideal of ‘government by 
rules, not by men.’ No modem government is capable of acting effectively on 
the basis of the idea that all its decisions should result from applying general 
rules to particular cases. Any modem legal state is confronted with the 
problem of how to balance the need for governmental discretion against the 
requirement of individual legal protection. In general, modem legal states 
have sought to create suitable preconditions for solving this equilibrium 
problem by introducing, in addition to the regular courts, systems of 
specialized judiciaries charged with the judicial review of governmental 
decisions. These systems of administrative courts and tribunals are not only 
empowered to reverse governmental decisions in case the latter contravene 
established legal rules, but also in case they are deemed to violate general 
legal standards, such as the principles of administrative reliability, due care, 
proportionality, fairness and sufficient reason. Insight into judge-made 
administrative law, evolved in virtue of such general principles with regard to 
the relations between public authorities and individual citizens, is of the 
utmost importance for reaching a clear comprehension of legal certainty in 
West European legal states. 6 



6 See De Moor-Van Vugt (1987), for a comparative study of the application of 
unwritten legal standards by administrative tribunals in Holland, Germany, France, 
Belgium and the European Union. 
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Distribution of Powers 

Legal states bear witness to a profound distrust of absolute public power. 
They are so organized as to minimize the risk that any authority will prevail 
over all other authorities. This objective is pursued by distributing restricted 
legal powers between different public authorities so as to render them mutu- 
ally dependent. The most famous theoretical design warranting a power 
balance between different sectors of government is the doctrine of the 
separation of powers between a legislative, administrative and judicial branch, 
respectively, as proposed by Montesquieu. The doctrine greatly influenced the 
Constitution of the United States. The legal states of Western Europe have 
sworn allegiance to the related, yet distinct principle of mixed government. It 
replaces the idea of a separation of powers with that of a joint exercise of 
powers by the legislative and administrative branches of government. Both the 
doctrine of the separation of powers and the doctrine of mixed government 
purport to warrant the state’s main power balance. Legal states answering to 
either of the two major principles of power distribution additionally contain 
all sorts of designs warranting supplementary minor power equilibria on the 
basis of the principle of checks and balances. This principle requires that all 
public power be exercised in a formal context that provides for the respective 
public authority’s accountability to other public authorities. 7 

Representation 

The concept of accountability establishes a link with the principle of repre- 
sentation. 

As we have earlier explained, the democratic principle has an analytic 
relation with the notion of the legal state, apart from its factual connection. In 
the first place, the analytic relation can historically be traced back to Rous- 
seau’s opinion that the bindingness of the general legal rules of a state ought 
to rest on popular sovereignty, that is, on voluntary self-binding acts per- 
formed by representatives of the people (la volontd g£ndrale). On this historic 
view, all public policymaking would amount to issuing and applying general 
legal rules which are legitimized by the will of the people as pronounced by 
its representatives. Consequently, the ultimate legitimization of the legal state 
would be based on the democratic origins of its normative foundations. 
Nowadays, this account has lost much of its cogency, since public policy no 
longer coincides with the creation and administration of general legal mles, 



7 See Gwyn (1965) and Vile (1967) on this concept and the relation to the concept 
of separation of powers. On the normative value of this concept see also Buchanan 
and Tullock (1965) and Ostrom (1974: 77, 81, 89, and 103). 
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whilst the relations between the decisions of representative bodies and the 
will of the people are, to say the least, rather spurious. Does this mean that 
the modem concept of the legal state is no longer analytically related to the 
notion of democracy? It still is, but in a different respect. The weak spot in 
the idea of accountability for any exercise of public authority inherent in the 
principle of checks and balances is summarized in the classical problem of 
who will guard the guardians. Quis custodiet custodes ipsos? The democratic 
notion provides a solution to this problem, as it indicates procedures that put 
the democratic representatives in the position of the ultimate guardians within 
the government, while enabling the population to check the latter in regular 
general elections. As far as the notion of the legal state is concerned, the 
democratic principle, rather than securing the people’s involvement in politi- 
cal life, serves as a convenient device for bringing about generally acclaimed 
changes of personnel and thereby as a constant threat to the sitting repre- 
sentatives to behave themselves. In this way, the democratic principle 
provides the final check on the legal state. 

Results 

Until now we have made two steps. First, we attended to liberal-democratic 
political theory. We concluded that this theory is based on two interdependent 
values, the principles of freedom and equality. The second step concerned the 
transformation of political theory into legally valid norms (the requirements a 
liberal democracy ought to meet). Secondly, we explained the concept of a 
legal state ( Rechtstaat ). It appeared that the basic structure of a ‘legal state’ 
must comprise five elements: 

1. All human beings will be treated as equals. We have seen that this value 
primarily amounts to the requirement of impartial government. 

2. Certain individual liberties will not be affected. We have observed that 
the principal liberties originate with a conception of individual humans 
and their societies as requiring a minimum of freedom of thought, as 
well as individual and collective, political, economic and social action to 
flourish and develop. Formal liberty thus amounts to the requirement of 
restrained government. 

3. Human beings will have secured legal positions. In present-day legal 
states the principle of legal certainty calls for an independent judiciary 
that is empowered to judge the acts of government not only by the 
established legal rules but also by unwritten legal standards. This 
amounts to the requirement of reliable and reasonable government. 

4. No public authority will possess exclusive power. The general principle 
of a division of public powers can be roughly translated into the 
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Figure 4.3. Basic Structure of a Legal State 
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requirement of accountable government. 

5. Fundamental legal rules will be established in agreement with a 
representation of the people. The analytic part of the democratic 
principle in the legal state is that of a final check in the shape of the 
population’s capacity of periodically changing the governmental cast. 
This amounts to the requirement of removable government. 

It is clear that each of the specific requirements involved in the concept of a 
legal state appears to be so general as to allow for divergent implementations. 
In this way, particular states may possess entirely different structures and yet 
all fall under the category of legal states. Does this mean that the notion is 
too vague to provide for clear distinctions? In our opinion this is not so. The 
requirements are admittedly general in character, but this does not involve 
vagueness. They impose indeed strict limits on the kind of basic structures of 
states that are acceptable from a legal point of view. Therefore, they also 
provide general standards for evaluating constitutional change in Eastern 
Europe. 

Constitutional Change 

The main purpose of our analysis is to give some insight into the objectives 
that must be achieved by countries in the Eastern part of the European conti- 
nent in their attempts to evolve from dependent totalitarian states to 
independent liberal democracies. What must further be done to enhance this 
development? We shall conclude with some general remarks on the way in 
which the processes of change themselves can be shaped. 

At first sight, a written constitution would seem to be the first requirement 
from the standpoint of legal security. This requirement fits with the 
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continental legal state tradition. The former president of the European Court 
of Justice, the Dutchman Donner, called a written constitution a fundamental 
element of a legal state: 

1. A basic law or written constitution that contains binding prescriptions as 
to the relations between the government and the citizens; 

2. in which a division of powers is guaranteed, in particular: (a) legislation 
in agreement with a parliament, (b) an independent judiciary power 
which not only decides disputes between citizens but also between 
government and citizens, and (c) administration in virtue of the laws; 

3. and by which the civil rights of the citizens are circumscribed and 
secured (Donner 1983: 143). 

Is the requirement that the constitution be written indeed as important as 
suggested? For instance, the eldest ‘legal state’ in Europe, the United King- 
dom, has no written constitution. Moreover, it is clear that the history of 
countries which do have a written constitution gives evidence of many 
changes to their basic structures, contrary to explicit provisions in these 
respective documents. It follows that a written constitution is neither a 
prerequisite for a successful transformation process, nor a guarantee of 
success. In fact, we are convinced that the enactment of a written constitution 
can play a significant but limited part in the processes of constitutional 
change. 

We shall now consider the concept of constitutional change in some more 
detail. In saying that the Eastern European countries attempt to evolve from 
dependent totalitarianism to independent liberal democracies, we refer to their 
searches for other ways of organizing the relations between governments and 
their citizens. 

The American legal realist Llewellyn once defined three categories of 
agents that are involved in constitutional development: administrative special- 
ists, interest groups and the general public. These three categories of agents 
might be understood as ‘the interpretive community’ dominating the consti- 
tutional debate and, consequently, also dominating the questions asked and 
the answers given. The wider audience is not unimportant. ‘The audience, 
however, initiates neither play nor change’ (Llewellyn 1962: 235). Their only 
effective right is the right of veto. A constitution ‘can be viewed with some 
adequacy as the interaction of the quite different ways and attitudes of three 
diverse categories of people, and that of these the specialists in government 
stand at the focus’ (Llewellyn 1962: 237). Interest groups stand in the middle, 
between the specialists and the public. It is unlikely for a government to be 
able to govern without consulting them. 
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Figure 4.4. The Legal State According to Donner 



written constitution 



rules for relations 
government-citizens 



• division of powers, particularly: 
- parliamentary legislation 
- independent judiciary power 
- administration subject to laws 
• secured civil rights 



If we accept the idea of an ‘interpretive community’ and the different 
positions various agents have in it, two points should be kept in mind. The 
first point is the assumption of a national society. When we referred to actual 
developments in Eastern Europe earlier on, we also alluded to actual or 
threatening wars which endanger the lives of so many. It appears that certain 
nation states that were formed before and after ihe Second World War will 
have a hard time obtaining overall acceptance by their populations, owing to 
the fact that they comprise so many different ethnic groups. Governance can 
only be legitimate when the majority of citizens actually want to be members 
of the political society representing them. Here some basic tenets that were 
first articulated by John Locke still hold true. Locke considered consent by 
the citizen a necessary precondition for a legitimate exercise of political 
power (Locke 1984). The second point is that it is impossible to provide one 
and only one constitutional solution for all countries in Eastern Europe. Even 
in the unlikely event that one constitutional text would be enacted in all coun- 
tries concerned, this would not lead to identically effective constitutions, since 
the constitutional practices would immediately begin to diverge (Joseph and 
Walker 1987: 155-181). What is needed is a program for constitutional 
change in every political society that exists or comes into being. For this 
program the following strategic ‘rules of thumb’ for constitutional change in 
Eastern Europe may be used: 
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1. With respect to each country an adequate analysis of its existing social 
and cultural structure is required. 

2. With respect to each country an adequate analysis of the existing 
political and legal power structure is required. 

3. Programs for constitutional change directed at realizing the values 
involved in the concept of a legal state should not be blueprints without 
any relation to the current social, cultural, political and legal situation. 

4. The constitutional order must contain a great variety of mutually 
supportive mechanisms for achieving the objectives involved in the 
concept of the legal state (see Figure 4.3), meaning that a certain 
redundancy is acceptable, even if economists would be opposed on effi- 
ciency grounds. 

The principles of liberal democracy and the institutions of a legal state play 
their most significant part in the last stage of the process of constitutional 
change. At this stage is may be useful to engage in designing a written 
constitution in order to focus the process. The same goes for the usefulness of 
education and training programs for politicians, civil servants, and citizens, as 
well as frequent exchanges of ideas with representatives of the international 
community. 

The reason for presenting the above ‘rules of thumb’ for constitutional 
change is not their pretended novelty, for they are actually rather classical. 
Our only purpose was to reaffirm that changing constitutional paradigms is an 
even more hazardous undertaking than changing scientific paradigms. 
Galilei’s ‘and yet she moves’ could eventually be proved true; the fate of a 
new constitutional practice does not depend on its truth, but on its being 
recognized as morally justified by the population. Therefore, to say that 
countries ought to reform themselves is one thing, to implement the transfor- 
mation in terms of general agreement on values and on the nation’s basic 
institutional structure is quite another. Before a new, stable constitutional 
order will exist in most of the countries involved, a long time will have 
passed. 

Conclusion 

The first step in this chapter focused on the concept of liberal democracy. 
Liberalism is a political theory in which individual freedom is a basic social 
value. Like any other political theory, however, it has to deal with the tension 
between individual freedom and authority. In order to deal with this tension 
we followed Raz’s suggestion not to use the idea of autonomy as a starting 
point of liberal-democratic theory, but the wider concept of ‘the service 
conception of the function of authorities.’ Thus individual freedom was 
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related to political equality. Both individual freedom and political equality are 
the fundamental values a liberal-democracy is built on. 

The second step in this chapter aimed at transforming the liberal- 
democratic values into an institutional structure of given political societies. 
This part of our argumentation led to the following scheme: 

Legal equality impartial government 

Secured freedom — > restrained government 

Legal security — > reliable and reasonable government 

Power distribution — » accountable government 

Representation — » removable government 

Finally, we looked at the possibility of constitutional change in Eastern 
Europe, which led to the following statements: 

1. With respect to each country an adequate analysis of its existing social 
and cultural structure is required. 

2. With respect to each country an adequate analysis of the existing 
political and legal power structure is required. 

3. Programs for constitutional change directed at realizing the values 
involved in the concept of a legal state should not be blueprints without 
any relation to the current social, cultural, political and legal situation. 

4. The constitutional order must come to contain a great variety of 
mutually supportive mechanisms for achieving the objectives involved 
in the concept of the legal state, meaning that a certain redundancy is 
acceptable, even if economists would be opposed on efficiency grounds. 

The outcome of our exposd remains on a general level. This should not come 
as a surprise, since the aim we set at the beginning of this chapter was to try 
to give insight into some fundamental problems that must be solved to make 
a rational process of constitutional design possible. Such a process is, first of 
all, one in which the ‘interpretive communities’ of the respective nations of 
Eastern Europe must play the leading role. They must discover their own 
versions of the principles of liberal democracy and shape their states accord- 
ingly. 
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5 



Political Culture and Political Consolidation 

Max Kaase* 



The mostly peaceful transitions in Central and Eastern Europe in 1989 from 
totalitarian rule to some kind of political order that is not yet precisely 
known — but may well resemble what in the language of political science is 
called pluralist democracy — caught Western publics as well as political 
scientists by surprise. As is not unusual in such instances, ex post facto 
explanations easily arise and, additionally, a sizable literature on regime 
changes exists which can serve as a starting point for analysis. 

In 1970, in an influential article Dankwart Rustow characterized much of 
the existing work on democracies and the conditions conducive to their 
stability as, on the one hand, examining well-established polities and struc- 
tural properties which were common among them, but, on the other hand, 
neglecting polities which had not achieved entry into the ‘club’ of democratic 
nations. What is so important about Rustow’s approach (1970: 346) is that he 
emphasized that, among other factors, the causal links in the process of 
democratization do not always flow from social preconditions to the political 
sphere and, at the same time, he thought there is no single uniform road on 
which, step by step, a transition to democracy takes place. 

Unfortunately, regime transitions are both too rare in number and too 
complex in structure and process to easily permit the application of standard 
statistical techniques for the analysis of such phenomena. It does not, there- 
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